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Gifts Of Income And Of Property: 
What The Horst Case Decides 


ROBERT N. MILLER 


L. has been settled law, unchallenged until last year by any top-level 
authority, that giving property away is not an act by which “income” 
within the meaning of the income tax law may be realized—also, that 
the making of a gift is not an act by which deductible loss may be realized. 
In 1948, however, the Bureau of Internal Revenue made public two 
carefully considered rulings which undertake to impose income tax on 
givers, in certain circumstances, as of the time the gift was made. 

One of these published rulings, designated as I.T. 3932,’ takes the 
position that a stock-raising farmer realized income in the amount of 
$1,500 when he made an admittedly bona fide gift of some feeder cattle 
to his son, this being the value of the cattle at that time; also that the 
son, when he sold them eight months later for $2,100, realized only $600 
instead of the $2,100 he would have realized if he had used the giver’s 
basis in accordance with an express provision of the Internal Revenue 
Code. Referring to the father, the ruling correctly says that the “basis 
of the cattle in his hands was zero,” * and that he had deducted the cost 
of feeding and raising the cattle which were given away.* 

This I.T. 3932 refers to another ruling made in 1948, I.T. 3910,* 


Rosert N. MILter (B.S., Rose Polytechnic Institute; LL.B., Harvard Law School) 
is a member of the District of Columbia Bar and a partner of Miller & Chevalier, Wash- 
ington, D. C.; formerly U. S. Solicitor of Internal Revenue, Washington, D. C.; mem- 
ber of Council of Taxation Section, American Bar Association, and formerly Chairman 
of Bar Association’s Committee on Taxation; member of the Advisory Board of the 
Tax Law REvIEw. 


1 1948-2 Cum. BULL. 7. 

2 Later in the same ruling there is a statement that the basis of the giver “is the fair 
market value of the cattle on the date of the gift.” As between the two inconsistent 
statements as to the giver’s basis, the correct one is that his basis is zero; when the giver 
loses title by giving the property away, he ceases to have need of any basis; his basis was 
the cost to him—zero—under I.R.C. §113. 

8 The fact that expenses were deducted by the farmer does not help the Bureau’s posi- 
tion that income is realized by giving property away, if settled principles of tax law are 
observed. The income realized on sale or exchange of property has always depended 
on a comparison of the “basis” (here zero) with the money or exchangeable goods 
received in exchange, and the profit so determined has never been affected by the fact 
that during the time the owner held the property he incurred deductible expenses in 
maintaining or protecting it. 

4#1948-1 Cum. Butt. 15. 
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holding that income was realized when agricultural products were con- 
tributed to a charitable institution; it did not appear that the institution 
ever sold them. I.T. 3910 includes the following statement: “. . . it is 
believed that the satisfaction derived from the contribution of such prop- 
erty to an organization described in section 23(0) or section 23(q) of 
the Code results in the enjoyment of income within the rule established 
in Helvering v. Paul R. G. Horst, supra.” 

The Department of Agriculture and various state agricultural agencies 
have for a number of years been promoting the establishment of a very 
large number of 4-H Clubs, in connection with which farmers have been 
encouraged to give pigs and calves to their children with the idea that 
prizes will be awarded to induce competition among the children in the 
art of animal husbandry; pigs and calves so given have usually been 
chosen from animals which had been produced for profit, and the cost 
of producing and raising them has been deducted, just as in the cases dealt 
with by the Unit. The new rulings; therefore, may directly affect a very 
large number of farmers, if consistently applied. 

The Bureau’s conclusion in I.T. 3932 that “the father realized income 
by such disposition” cannot be reached without violating the previously 
settled state of the law, to the effect that merely giving property away is 
not an income-realizing act.’ While as yet the so-called rule that the 
satisfaction of giving something away amounts to realization of income 
has not, apparently, been applied except in cases of zero basis, the Bureau 
can hardly avoid applying it generally, if the Bureau believes it to be 
sound. Even if the Bureau does not at present intend to apply the rulings 
beyond their very special facts, experience shows that such a breach of 
principle tends to extend itself to entirely different situations.’ By far 
the most interesting aspect of these rulings, therefore, lies in the fact 
that, if the courts should uphold this change which the Bureau seeks to 
make without new action by Congress, a way will have been cleared for 
by-passing Congress to a much greater degree than has hitherto been 
possible in the tax field. 


5 With the intention of “making it clear that such gifts do not result in income to the 
donor under the Federal income-tax law,” the Finance Committee of the Senate, in 
recommending an amendment in H.R. 3905, 8ist Cong., Ist Sess. (1949), indicates that 
it has noticed, and disagreed with, the Bureau’s position as to farm products. “The mere 
making of a gift is not income to the donor, yet the ruling holds that a farmer must 
treat the gift of his product as such.” See in this general connection, the Note Gratuitous 
Disposition of Property as Realisation of Income, 62 Harv. L. Rev. 1181 (1949). 

6 For instance, if it becomes settled that a taxpayer may make taxable income by giving 
away farm products which he has raised, because of the satisfaction he gets from parting 
with the property, it will be hard to stop there and to say that a taxpayer who gives 
away corporate securities, previously purchased by him at less than the value at the 
time of the gift, does not come within the “rule.” His “satisfaction” is no less because 
he first bought the property which he later gave away. 
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The proposition which the rulings put forward—that a person who 
gives property away may in some circumstances, by that disposition 
alone, realize taxable income as of the time of the gift—appears inconsis- 
tent with all ordinary meanings of the word ‘income.”” The man in the 
street would certainly say to himself about this proposition, ‘“That sounds 
foolish ; suppose I gave all my property away. Where would I find this 
income they speak of?” This article, however, is not concerned with the 
question whether the change would be desirable, but with the way in 
which the change is sought to be made—by administrative statement 
instead of by votes in Congress. 

The primary basis assigned by the Unit for the proposition so put 
forward is the case of Helvering v. Horst.’ Does that case really purport 
to establish this new rule that, at the moment of giving property away, 
realization of taxable gain to the giver may occur? 


Previous CLOSELY-RELATED LEGISLATION 


Far from leaving the subject open for administrative working out, 
Congress has expressed itself in considerable detail as to how a value- 
increment accruing on property in the hands of an owner is to be taxed if 
the owner gives the property away. 

If the facts in the Horst case had presented to the Court any question 
involving the gift of full title to tangible property, the Court would 
certainly have had to give attention to section 113(a)(2) of the Code, 
which is the result of amendments enacted in 1921, in 1934, and in 1942, 
the attention of Congress having been directed to tax-saving schemes 
based on the making of gifts. The corrective approach there adopted 
by Congress is different from, and inconsistent with, the provision which 
the Bureau now seeks to establish. 

When in 1921 it first considered the provision of which the present 
section 113(a)(2) is an outgrowth, Congress, after receiving a com- 
mittee report referring to tax-avoiding schemes based on the previous 
rule which allowed the donee a basis equal to the value of the property 
at the time of gift, changed the law so that a person who acquired prop- 
erty by gift was required, for purposes of determining gain or loss when 
he sold or disposed of it, to treat the property in his own hands as having 
the same “basis” as it would have “in the hands of the donor or the last 
preceding owner by whom it was not acquired by gift.” * 


7311 U.S. 112 (1940), reversing 107 F.2d 906 (C.C.A.2d 1939), reversing 39 B.T.A. 
757 (1939). 

8 This provision was held to be constitutional in Taft v. Bowers, 278 U.S. 470 (1929), 
in, which the Court approved the language in United States v. Phellis, 257 U.S. 156 
(1921), to the effect that gain derived from capital is “not a gain accruing to capital, 
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The Report of the Senate Finance Committee® gave the following 
illustration : 


. .. This means that if the property cost the donor $50, and at the 
time it was given to the donee it was worth $100, for which amount it is 
sold by the donee, the income of the donee would be $50 instead of nothing, 
as under the present law... . 


This illustration, it will be noted, concerns a giver who has acquired 
property by a purchase and thus has a “basis” equal to what he paid for 
it ; the text of the provision itself is such as to apply equally to cases where 
the giver has a zero basis because of having raised the property on his 
farm. The method of acquisition is not significant ; in each case the acqui- 
sition by the giver is connected with a profit motive and the whole title 
to the property is disposed of by gift. In each case the donee is required 
under this provision to use the giver’s basis in computing his own tax. 

It is clear that, if Congress had believed in the idea that “the satisfac- 
tion derived” from giving away property could make the giver of appre- 
ciated property liable to tax, it would not have felt obliged to tax to the 
donee the value of the increment occurring between the time of acquisi- 
tion by the giver and the time when he gave it away.”° 

In 1934 Congress recognized that under this provision certain tax 
avoidance schemes were prospering. The owner of property which had 
gone down in value could give it to a person whose income was larger 
than his, and the sale by the donee at a loss could be used by the donee to 


nor a growth or increment of value in the investment, but a gain, a profit, something of 
exchangeable value proceeding from the property, severed from the capital however 
invested... .” 

9 Sen. Rep. No. 275, 67th Cong., Ist Sess. 11 (1921). 

10 The new ruling seeks to avoid taxing this increment twice by relieving the donee 
of a tax on the part of the increment which occurred before the gift—contrary to 
§113(a) (2), which renders the donee taxable on the whole increment between acquisi- 
tion by the giver and sale by the donor. If we apply this provision, the donor’s basis 
in the case mentioned in I.T. 3932 supra, would be zero, the donee’s basis therefore 
would be zero, and the taxable gain realized by the donee would be $2,100. But the new 
ruling says the donee’s gain is only $600, and this result is achieved by the Bureau’s 
failure to use the donor’s basis in computing the donee’s tax. It is true that if a tax- 
payer realizes a gain on disposition of an asset, the basis of the new owner is stepped 
up to an amount equal to the selling price—his cost, but this does not change the basis 
of the original owner; the donor’s basis, under §113, is what the property cost the donor, 
and this basis is, under §113(a) (2), to be used in computing the amount of the donee’s 
taxable profit when he sells. It is noticeable that the Bureau’s argument in I.T. 3932, 
to the effect that the donee’s basis does not go back to the cost of the donor, is directly 
in conflict not only with §113(a)(2), but (1) with the illustration quoted in the text 
of this article from the 1921 legislative history and (2) with the Bureau’s own position— 
sustained by the Tax Court—in a case where there were gifts of farm products having 
a zero basis, Shatzer v. Comm’r, 3 T.C. 914 (1944). 
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reduce the tax he would otherwise be liable for on income from various 
sources. In explaining the 1934 amendment, the reports of the House 
Ways and Means Committee and the Senate Finance Committee ™ said: 


. . » To prevent such avoidance, this section of the bill requires the donee 
to use, for the purpose of determining loss, the donor’s basis or the market 
value of the property at the time of the gift, whichever is lower. 


Congress again considered the basis provisions with respect to gifts in 
1942 and at that time amended the law to make clear that the basis pro- 
visions relating to gifts should also apply to gifts in trust.** 

The new rulings, it will thus be seen, are in two respects out of line 
with the body of tax law existing when they were made. Without further 
action by Congress (1) they tax a donor of personal property at the 
time he makes a gift on the theory that the giving, without more, is a 
source of income and (2) they specify that the donee shall use a basis 
different from that provided for in section 113(a) (2). 


THE AcTuAL HOLDING IN THE Horst CASE 


The Treasury’s sound course, when it considers that any change in the 
tax law ought to be made, is to present its suggestions to Congress for 
the decision of Congress. This is just as true of changes designed to 
close loopholes as of other changes. At the same time, the Treasury would 
have found some real justification for adopting a new rule increasing the 
severity of the tax burden if the Supreme Court in the Horst case had 
actually undertaken to lay down a new rule having this effect—-even though 
the Court in so doing might have subjected itself to just criticism as having 
gone outside its proper sphere. 

In the Horst case the taxpayer owned some negotiable coupon bonds, 
and, some months before certain of the interest coupons were due, detached 
them and gave them to his son, retaining ownership of the bonds them- 
selves ; the son later collected the interest by cashing the coupons as they 
matured. The Court in its opinion stated that the Commissioner of 
Internal Revenue had ruled that the interest payments in that case were 
taxable to the father—the giver—“in the years when paid” (italics sup- 
plied) to the son (which in that case happened to be the same year as the 
year of gift), and the Supreme Court upheld the Commissioner’s action. 
This, strangely enough, is the case which the Treasury claims established 
the “rule” that realization may occur at the time the gift is made—which 
may or may not be in the same year as the event by which the donee 


11 H.R. Rep. No. 704, 73d Cong., 2d Sess. 27 (1934); Sen. Rep. No. 558, 73d Cong., 


2d_ Sess. 33 (1934). 
12 Sec. 143, Revenue Act of 1942. 
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cashes in.** Income to the father was there held to result from payment 
of the interest, the holding being that the father did not by means of the 
gift escape his duty to treat the interest as his own income when his 
son made collection. The Tax Court, it would seem, was correct in its 
conclusion in Annie A. Colby that “Since the Court has been careful to 
couple both the gift and payment, the opinion should not be read as if 
the gift alone were sufficient realization.” * 

It is first worth noting that in the Horst case the type of income involved 
was interest income, and that during the interval between the delivery of 
the coupons by the bondholder and the cashing of them by the son, the 
bonds owned by the father remained the sole source out of which this 
income flowed. The son’s possession of a coupon was no more than evi- 
dence of his authority to collect the interest so accruing and to give a 
valid receipt for it; the coupon was not a chattel of independent value. 
The same result would have been achieved in that case if the father had 
merely written a letter to the obligor constituting the son his nominee 
to receive payment of the interest and authorizing the son to keep the 
money instead of passing it back to his father, the bond owner. The son 
had full notice that the coupons were not ordinary promissory notes and 
that they merely represented past or prospective interest accruals on the 
bonds retained by the father. The interest which the son collected as 
the nominee of his father flowed from nothing owned by the son. The 
further running of interest in anyone’s favor could, in fact, have been 
stopped at any time by the father’s accepting payment of the principal 
from the obligor. : 

In contrast with the fact-picture in the Horst case, we have in the 
farm products situation an instance in which a person first had full own- 
ership of property—cattle which he had raised—and then ceased to have 
any type of ownership because he gave away full ownership to another 
person ; the other person, after maintaining the property for eight months, 
disposed of it by sale. The first-mentioned person, when he parted by 
gift with all title in the cattle, got nothing, and, as previously stated, the 
settled rule has been that giving property away gives rise neither to taxable 
gain nor to deductible loss. Thus, if property had cost a giver $100 but 
had diminished in value so that it was worth only $50, the giver is not 


13 Even if one agrees that in spite of the fact that a cow’s increase in value comes 
from its own natural growth, the cow might be regarded, in a sense, as the fruit of the 
mother cow, retaining as such the status of potential income until the owner cashes in, 
this conclusion would not tend to change the present law as to what it takes to realize 
income. The present law, as applied in the Earl case (Lucas v. Earl, 281 U.S. 111 
(1930) ) and in the Horst case, is that realization comes not at mere assignment or 
transfer of income rights, but at “payment” or “collection.” 

14 Annie A. Colby, 45 B.T.A. 536, 538 (1941). 
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permitted to get a deductible loss by merely giving the property away, and 
claiming that any such “disposition” is a point of realization. Nor, if 
the property had appreciated to $150 would he have to report a $50 taxable 
gain, under the settled rule. 

These results have been regarded as following from the principles that 
mere fluctuations in value are not to be taken account of for income tax 
purposes (except in some special cases involving inventories), and that 
any taxable gain or deductible loss is to be computed by comparing the 
value of money or other exchangeable property received on a sale or 
exchange with the “basis”—as set out in section 111 of the Code. 

The situation now would be quite different if Congress had decided to 
make a radical change in this part of the law and had provided that mere 
disposition by gift, without the giver’s getting anything, is in some or 
all situations to be regarded as a point of realization, the amount of gain 
or the amount of loss being determined by a process involving valuation 
of the property at the time of gift. But Congress has never done that. 
Instead, after giving attention to tax avoidance through gift, it enacted 
a provision operating on a different theory, the one previously referred 
to under which the donee goes back to the giver’s basis. 

In the Horst situation, then, no question of gain on dealings in prop- 
erty was involved; there was merely a collection of cash, identified as 
interest on bonds held by the taxpayer, and the collection was by a person 
whom the taxpayer had authorized to collect. Taxpayer and Government 
were in accord that’ realization of income had occurred; the only ques- 
tion was as to which person was to be taxed on the income—the father 
or the son. The problem before the Court was thus not one of realiza- 
tion but of attribution. 

Having before it in the Horst case only that special situation, the 
Court would have been going unbelievably far afield if, in addition to 
holding the owner of the bond taxable on the interest, it had also laid 
down a new rule about other transactions so different in nature as out-and- 
out gifts of property, already dealt with by express provisions of law, such 
as sections 111 and 113, and already the subject of well-settled adminis- 
trative practice. 

Further, in the Horst case two different dates were involved as to each 
coupon, furnishing a sharp test as to which date was really in the Court’s 
mind as a date of realization: the date when the bondholder handed cou- 
pons to his son or the date when the son collected the interest. These 
two dates, in the Horst case, fell within the taxable year, but if the Court 
had had in mind, as the Unit asserts, that income was realized by the tax- 
payer by the act of handing over the not-yet-due coupons, the Court would 
have spoken of the time of the gift as significant; otherwise the Court 
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would have spoken of the time of payment. If we apply this test, we note 
that the Court said nothing at all about the time when the coupons were 
handed over, but stated that the Commissioner had found that ‘‘the interest 
payments were taxable, in the years when paid,” and the Court approved 
that finding, emphasizing that Horst’s dealing with the coupons “procured 
payment of the interest.” It expressly said, “ ‘realization’ is not deemed 
to occur until the income is paid.” ** This appears to refute the Bureau’s 
lately asserted idea that “the satisfaction derived” from making a gift is 
alone enough to justify the imposition of income tax as of the time of 
the gift, under existing law.*® 

Still another indication as to the line of the Court’s thinking is found 
in its statement, “If the taxpayer procures payment directly to his creditors 
of the items of interest or earnings due him . . . , he does not escape 
taxation because he did not actually receive the money.” ** In all cases of 
money payment by the obligor to a nominee of the creditor, the creditor 
is the one who is taxable, no matter what he told his nominee to do with 
the money after collection. The significant fact is that payment has been 
made to a person selected by the creditor to receive payment, and it is 
immaterial whether the nominee so selected is a bank directed to deposit 
the amount to the credit of the taxpayer, or a grocer directed to credit 
the amount on an indebtedness of the taxpayer, or some other person 
told to keep the money for himself as a gift. The taxpayer “by his act, 
procured payment,” as the Court said, and must account in his tax return 


15 Thus, even if there were a perfect analogy hetween a gift of cattle which later 
increase in value by their own natural growth and, on the other hand, a gift of the mere 
right to collect cash income, and even if the Court had intended its own language to be 
used as the equivalent of an amendment enacted by Congress, the Horst decision would 
indicate merely that the donor could be taxed when the donee cashed in, because the 
Court made it clear that the collection of interest by the son was equivalent to the 
collection of interest by the father, and thus subjected the father to tax at the time of 
collection. Compare Annie A. Colby, previously quoted from. 

167.T. 3932, after stating that the “father realized income by such disposition” and 
mentioning “the rule established by the Horst case,” says “this principle is long estab- 
lished,” and refers to O.D. 120, Cum. Butt. 1, 84 (1919). This is strange, because O.D. 
120, like the Horst case, involved a gift of interest on bonds retained by the giver, and 
the decision in O.D. 120, like the decision in the Horst case, was that the giver realized 
income when the interest was collected. In other words, the actual long-established prin- 
ciple really is that income is realized at the time when the actual cash is received by 
the donee; there is no principle, long-established or otherwise, that income is realized 
at the time of disposition by the giver of interest. The first sentence of O.D. 120 is 
as follows: 

“An owner of nontax-free Liberty bonds who has made an absolute gift of the coupons 
attached to the bonds covering interest due for a number of years will be required to 
include in his income tax return the interest which accrues each year on the bonds, and 
to pay any tax that may be due thereon.” (italics supplied) 

17 311 U.S. at 116 (1940) (italics supplied). 
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for the money which his nominee received, in the year in which the nomi- 
nee received it.” 

The Bureau’s reference in I.T. 3910 to the “satisfaction” felt by the 
donor is based on language in the Horst opinion *® which, taken as the 
Bureau takes it, is directly contrary to the Court’s statement that “realiza- 
tion is not deemed to occur until the income is paid.” The language is 
really quite consistent with the Court’s conclusion that the income taxable 
to the father was the amount collected when each of the coupons was 
cashed, as distinguished from the lesser value of the partially due coupons 
when they were delivered to the son. The transfer of the coupons was a 
first step leading up to the enjoyment which the Court speaks of *°—the 
enjoyment of having the son receive payment of the money. The “valu- 
able gift” was the “payment” to the son, as the Tax Court concluded in 
the Colby case, and the father’s satisfaction at this collection by the son 
was one of the reasons adduced for concluding that, at collection, it was 
right to tax the father. The Court mentioned “enjoyment” to justify 
its decision that the admittedly realized income was taxable to the father 
rather than to the son. The father would have equally enjoyed the bene- 
fit of the collection if the assignment of the interest-right had been to his 


18In the Horst case it appeared that, among other coupons, coupons of Tokyo Electric 
Light 6’s having a face value of $4,500, were handed over August 10, 1934, and did not 
become due until December 15, 1934. The income attributed to the donor on this account 
was the amount collected at maturity, as distinguished from the value as of August 10, 
which was less because some of this interest had not then accrued. 

19 Extracts from Horst opinion (311 U.S. at 117 (1940)): 


“Although the donor here, by the transfer of the coupons, has precluded any possibility 
of his collecting them himself, he has nevertheless, by his act, procured payment of the 
interest, as a valuable gift to a member of his family. . . . Even though he never receives 
the money he derives money’s worth from the disposition of the coupons which he has 
used as money or money’s worth in the procuring of a satisfaction which is procurable 
only by the expenditure of money or money’s worth. The enjoyment of the economic 
benefit accruing to him by virtue of his acquisition of the coupons is realized as com- 
pletely as it would have been if he had collected the interest in dollars and expended them 
for any of the purposes named... . 

F be a real sense he has enjoyed compensation for money loaned or services ren- 
ered... . 

20If there is anyone who thinks that the Horst case stands for the proposition that 
the father’s enjoyment in making an out-and-out gift of property to the son is sufficient 
to support an income tax, it is worth noting that the Supreme Court’s opinion in the 
Stuart case (Helvering v. Stuart, 317 U.S. 154, 168 (1942)), handed down two years 
later than the Horst case, says, to the contrary, “The ‘non-material satisfactions’ (gifts— 
contributions) of a donor are not taxable as income,” and cites the Horst case for that 
proposition. But even if the Court in either of these cases had used language sounding 
like the enunciation of a new general doctrine about “non-material satisfactions,” the 
real significance of the decisions would have to depend on the actual issues raised by 
the special facts of each of the cases. “It cannot be insisted upon too often that our 
common-law technique does not make the language authoritative, much less of binding 
authority... .” Pound, 10 Forpuam L. Rev. 1, 7-8 (1941), cited in Griswold, “Securi- 
ties” And “Continuity of Interest,’ 58 Harv. L. Rev. 705, 710, n. 15 (1945). 
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grocer, to be credited on the father’s grocery bill. Since no dispute was 
possible as to whether a receipt of interest constitutes realization to some 
one, the language of the Court cannot properly be invoked in a different 
situation where the issue is not as to attribution but as to whether there 
was any realization at all. 

If the Supreme Court had really addressed itself to the broad legisla- 
tive task of deciding not only what the rule is to be in the case of gifts of 
interest on bonds retained by the donor, and gifts of earnings from the 
giver’s own services, but also what the rule is to be in the case of a gift 
of full title to tangible property like cattle or real estate susceptible of 
independent value appreciation, it would have had to consider a variety of 
subsidiary questions, such as what the rule would be if in such a situation 
as this the farmer had bought the cattle for $100 when they were calves 
and later had given them away, and whether deductible Joss can be realized 
by giving away property which has come to be worth less than it cost. 
And if the Court had really intended to lay down a broad rule that a donor 
may be subjected to income tax at the time of giving property away, as 
distinguished from some later time, how is it that, instead of distin- 
guishing Lucas v. Earl,” the Court approved that decision, in which the 
time cash was collected was held to be the time when income was received, 
not the earlier time when the assignment-contract between husband and 
wife became effective? How is it, further, that the Court mentions with 
approval the Commissioner’s view that the cash items involved in the 
Horst case became income “when paid,” if in fact the Court was establish- 
ing a rule that a different time—that of the’gift—was decisive? 

In the Court’s opinion in the Horst case, Chief Justice Stone carefully 
limited the question before him: “The question here is, whether because 
one who in fact receives payment for services or interest payments is 
taxable only on his receipt of the payments, he can escape all tax by giving 
away his right to income in advance of payment.” *? With this clear state- 
ment limiting the question to which the Court was addressing itself, there 
is small basis for attributing to the writer of the majority opinion an 
intention to make new tax law beyond the fact-situation before the Court. 


THE BurREAu’s EARLIER POSITION AS TO REALIZATION AT TIME OF GIFT 
AND Its PossiBLE FutTuRE PosITIONS IN VIEW OF THESE RULINGS 


Until the recent farm rulings the Bureau of Internal Revenue, as pre- 
viously indicated, had not been advocating or acting in accordance with 
the proposition that the bona fide giving away of property may be a point 
of realization. 


21 281 U.S. 111 (1930). 
22 311 U.S. at 116 (1940) (italics supplied). 
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Thus, in 1919, when new revenue revision was being discussed by the 
Ways and Means Committee, the Bureau of Internal Revenue submitted 
some “Notes on the Revenue Act of 1918” * and mentioned the question 
whether transfers of property by gift, bequest, devise, or descent should 
be treated as giving rise to realized gain or loss: 


It has been suggested that, although transfers of property by gift, bequest, 
devise, or descent should not be treated as giving rise to realized gain or loss, 
whenever thereafter gain or loss is realized by actual sale, the gain or loss at 
that time should be measured as the difference between the price received 
and the cost to the original owner who acquired the property for value. (italics 
supplied ) 


These representations by the Treasury to the Congress were evidently an 
inducement to the 1921 provision above referred to.” 

So, also, in the Shatzer case ** it was the Bureau’s position—approved 
by the Tax Court—that a donee of farm products, when he sold them, 
had to go back to the giver’s basis of zero and be taxed on the entire 
proceeds of the products when sold—a position opposed to that of the 
recent I.T. where it deals with the basis of the donee, and an unreasonable 
position if the giver also is to be taxed on the increment between his acqui- 
sition and the date of his gift. 

The erroneous assumptions stated in the new ruling, as to what the 


23 SEIDMAN, LEGISLATIVE History OF FepERAL INCOME Tax Laws, 1938-1861, 784. 

24 Apparently the Income Tax Unit would not have changed its mind and issued the 
recent farm rulings but for certain instances in which farmers made charitable gifts 
of large quantities of farm products. As regards charitable and similar gifts made in 
property, I.R.C. §23(0) has for many years been construed as allowing a deduction in 
the amount of the fair market value of property at the time it is given, rather than the 
amount of the taxpayer’s basis for the property. Under this construction, a farmer having 
substantial income from other sources may get a very considerable tax advantage by a 
gift of farm products having a zero basis, in addition to the advantage from deductions for 
raising the products. If Congress were to decide to stop this, the natural way of doing 
so would be to amend the law so that the amount allowable for a deduction of this type 
would equal the basis of the donor. On the other hand, Congress might conclude that 
the desirability of encouraging charitable and similar contributions justifies the con- 
tinuance of the existing rule. At all events, disagreement with the rule allowing charitable 
deductions at market value furnishes no reason for upsetting, without Congressional 
action, the well-settled principle that a gift, taken alone, does not constitute an act of 
realization. 

25 Catharine G. Shatzer v. Comm’r, 3 T.C. 914 (1944). The Tax Court’s statement 
of the facts shows how close they were to those dealt with in the recent ruling. 

“ . In this proceeding, the donor was on the cash basis, so that disbursements, made 
in the prior years for the production of the chattels were deducted by the donor in her 
income tax returns as expenses. In addition, such items as seed for planting the cro i 
feed for the animals were raised on the farm and if they had been sold instead of 
used for these purposes the donor would have been required to report the amount mle 
from such sales as income. As a result, the chattels in the hands of the donor which 
were the subject of the gift had no cost to her for income tax purposes and therefore 
had a zero basis.” 
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Unit calls “the rule of the Horst case,” may, as has been suggested, lead 
the Unit to go considerably farther in the future than it has sought to go 
in the two I.T.’s.”* It might, for instance, seek to establish, without sanc- 
tion of Congress, (1) that a gift of purchased property as well as a gift 
of farm products may result in gain taxable to the giver ” on the same 
ground, hitherto not accepted by Congress, that the satisfaction of giving 
constitutes the realization of income, or (2) that when a taxpayer at death 
transfers property to others by testamentary gift, a taxable gain is realized 
by such disposition if the property has risen in value while owned by the 
decedent. 

No one doubts that in our tax system the courts do fill certain gaps left 
by Congress; situations arise in which they are forced to do so. But we 
have before us here a kind of change in the law involving a good deal 
more than mere gap-filling. Such efforts to amend the body of tax law 
by administrative authority seem to grow out of an unorthodox as- 
sumption that the tax-levying power is vested partly in the Congress 
and partly in the other branches of government, with a veto power 
in Congress. Since from time to time assumptions of this kind are 
observable, it is worth while to mention here at least one of the more 
important reasons why it is sound that the power to increase tax burdens 
should rest exclusively in Congress. It is the same reason which disquali- 
fies a judge—even a wise and able judge—from being relied on to decide 





26 In General Utilities & Operating Company v. Helvering, 296 U.S. 200 (1935), the 
Government’s position was that, when a corporation declares a dividend in kind, the 
property so declared out having appreciated in value since acquisition, the corporation 
realizes gain by transferring the property to its stockholders although it gets nothing 
in exchange. Although the Supreme Court denied this position, the Treasury has kept 
this issue alive. Compare National Carbon Company, Inc. v. Comm’r, 2 T.C. 57 (1943) ; 
Koshland v. Comm’r, 2 TCM 972 (1943) ; Columbia Development Corporation vy. Comm’r, 
6 TCM 548 (1947) ; Transport, Trading & Terminal Corporation vy. Comm’r, 9 T.C. 247 
(1947). The fact that the Treasury still persists in this matter may indicate that the 
farm ruling now under discussion is a part of a continuing effort to induce the Supreme 
Court to change its mind as to the effect of such distributions on the corporation’s taxes. 

27 Such a change would have an important effect in discouraging gifts for charitable 
and educational purposes. Thus, under rules existing to date a taxpayer who buys cor- 
porate stock for $10,000 and contributes it to charity after its value has gone up to 
$20,000, gets a deduction of $20,000, subject only to the statutory limitation of 15 per 
cent of his “adjusted gross income,” and he is not subject to income tax on any theory 
that he realized $10,000 of gain in giving the property away. If a new rule were adopted 
that the giver realizes gain by giving property away, and if we suppose that under this 
new rule the taxpayer’s entire adjusted gross income was $20,000 ($10,000 gain attributable 
under the new rule to the gift and an assumed $10,000 of income from other sources), 
the charitable deduction would be limited to $3,000 (15 per cent of the adjusted gross 
income of $20,000). The taxpayer would then not only have parted with the property 
he has given away, but would become liable for an increased income tax by reason of a 
net addition of $7,000 to his taxable income—because the gain of ach is only partially 
offset by the deduction growing out of the gift. 
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a case in which he is one of the opposing parties. Able and energetic as 
the Treasury is, it is the money-getting specialist for the Government, and 
is necessarily and properly partisan. It often takes inconsistent positions 
(in different cases), depending on how much tax money the Government 
would get in each particular situation if one or the other rule is followed. 
Thus the Government’s position as to the theory of realization in a loss 
case is often different from its position in a gain case, and its attitude 
toward realization problems in general is noticeably different in a rising 
economy from what it is in a deflating economy. 

The Government, in admitting ** that the Treasury takes inconsistent 
positions instead of seeking an even balance between the taxpayer’s inter- 
est and the Government’s, says that such an opportunistic policy is fol- 
lowed for the sake of protecting the revenue. The Treasury may be right 
in taking this view of its duty, but it means that the Treasury cannot be 
safely relied on as a maker of tax law. 


THE UrGE To By-Pass CONGRESS 


Almost everybody gives cheerful assent to the statement that under 
fundamental traditions of our federal system, as well as under our Consti- 
tution, Congress is the only governmental authority with power to impose 
a tax on any person or transaction, and that the reason why tax legisla- 
tion is thus placed in a class by itself is that the people are unwilling to be 
taxed except by their own directly elected representatives. Most people, 
too, agree that the exclusiveness of this Congressional prerogative is not 
exhausted after the people, through Congress, have passed a law imposing 
a particular kind of tax and have specified the rate of tax; any rule of 
taxation whatever under which a transaction of John Smith or William 
Jones becomes newly subject to tax is a levy on Smith or Jones, and 
Congress alone is to make the levy. 

In contrast with the general assent to such statements as the above, 
these rulings about farm products constitute a present-day warning that 
not everyone who subscribes to these principles is consistent in following 
them. The rulings remind us that there are influential, able, and honest, 
citizens, within as well as without the administrative branch of the Gov- 


28 See quotation from Government brief in Helvering v. Southwest Consolidated Cor- 
poration, 315 U.S. 194 (1942), explaining the Government’s practice of inconsistency: 
“in the past the Commissioner has taken the position in each case that was necessary 
to protect the revenues.” (Quoted in Griswold, “Securities” And “Continuity of Interest,” 
58 Harv. L. Rev., 705, 713 (1945). Such an inconsistency appears when the Commis- 
sioner’s position in Shatzer v. Comm’r, supra, is compared with the position of the Com- 
missioner in I.T. 3932 supra. In one case the Commissioner acts on the assumption that 
the giver’s basis for farm products produced by the giver is zero; in the other that the 
giyer’s basis is the fair market value at the time of the gift. 
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ernment, who sometimes tend to act and to decide as if tax statutes were 
merely glosses or modifications of a kind of common law tax liability of 
citizens, not dependent on specific legislation—a tax liability which may 
be built up or torn down by the courts, much as courts have traditionally 
dealt with familiar common law subjects, such as the law of torts or of 
contracts. 

Suppose John Smith gives cattle or wheat to his son, thus performing 
an act hitherto universally regarded as not involving income tax liability. 
If the people of the United States desire Congress to change the law on 
this point, they can have Congress make the change, but Congress has 
made no such change. Suppose, however, the administrative authorities, 
feeling intensely that this change is needed to protect revenue, undertake, 
with the best of intentions, to take over from Congress this particular 
element of the tax-levying task in addition to their regular work of 
collecting levies made by Congress. The fact that our Government has 
decided not to tax a farmer on calves when born or wheat when first 
harvested certainly raises serious questions as to how to tax the farmer 
who, instead of selling these products, later either uses them for subsis- 
tence or makes gifts of them. But the problem is clearly a legislative 
problem; it is, in fact, a broad legislative problem, because it has to be 
considered in its relation to the general rules for determining profit on 
disposition, and in its relation to other taxes, such as the gift tax. 

If the administrative authorities try to take this kind of taxing respon- 
sibility away from the branch of Government to which it belongs, they 
are making the same kind of mistake as would be made if the sales 
department of a corporation took over the work of the manufacturing 
department, and the same kind of mistake as is made by well-intentioned 
citizens who, after a murder has occurred, feel impelled to punish the 
criminal without waiting for the constituted authorities to take hold. 

Administrative efforts such as these two rulings, which are based on a 
misreading of the Horst case, are not to be regarded as conscious efforts 
to use court decisions as Trojan horses in an invasion of foreign territory. 
They are, instead, the outgrowth of the anxieties and enthusiasms natu- 
rally aroused in able officials whose lives are devoted to maintaining the 
Government revenue. The honesty of the efforts, however, necessitates all 
the more that the courts shall be alert to distinguish between appropriate 
construction of the existing body of tax law, on the one hand, and, on 
the other, administrative action tending to increase the tax burden with- 
out new Congressional action authorizing the change. 

The practical need for such alertness does not arise from any dogmatic 
general principle as to separation of governmental powers. The need 
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exists, first, because no free country can enforce the high-rate income 
tax laws which are now needed, unless there is a strong sentiment among 
its taxpayers favoring voluntary compliance with tax laws; and, second, 
because this indispensable sentiment thrives only among taxpayers who 
know that the amounts payable depend on rules of computation which 
have been considered and settled on by a popularly elected Congress. Ex- 
actly the opposite sentiment is fostered when the making of such rules is 
taken away from the lawmaking branch. 





The Cost And Benefit Theories 
ALFRED G. BUEHLER 


ie theories that the expenses of government services, either in gen- 
eral or in particular, should be apportioned among the members of the 
community according to the costs of furnishing them to each beneficiary 
or in relation to their value to him have had many advocates. Sometimes 
called the “cost-of-service” and “value of service” theories, their origins 
and evolution may be traced back over the centuries. In taxation the 
benefit theories have been the more popular. 

The cost and benefit theories have been eclipsed in recent decades by 
proposals to distribute tax burdens according to ability to pay or their 
effects on the economy, as considerations of social and fiscal policy have 
received greater emphasis. On the other hand, some consideration may be 
given to costs and benefits in revenue systems, particularly with respect 
to the financing of special services, as illustrated by social insurance and 
the provision for an increasing number of economic services by govern- 
ment corporations and agencies. As progressive taxation is pushed to its 
logical and practical limits and as society distributes income more equally, 
with the rise of a socializing Welfare State or a Liberal Capitalistic State, 
more weight may be given to cost and benefit factors. 

American taxation does not, in general, follow any highly rational pat- 
tern. The final selection of the taxes and other revenues employed and 
the manner of apportioning them may be determined primarily by fiscal, 
political, and social expediency. If taxation is to be equitable and consis- 
tent with the economic objectives of a steadily rising and fairly distributed 
national income, the merits and limitations of the various standards of tax 
justice and the economic effects of different taxes and the revenue system 
must be better understood. Statistics of revenue sources, as summarized 
in the accompanying table, are helpful in appraising the importance of 
various types of revenue, but they do not, as conventionally reported, 
reveal much about their justice or injustice, nor do they show clearly what 
standards of tax justice are being accepted and followed. 


Atrrep G. BUEHLER is Professor of Public Finance in the Wharton School of Finance 
and Commerce at the University of Pennsylvania, Philadelphia, and a consulting tax 
economist. He is a member of the Board of Trustees of the Tax Institute and the 
author of Pustic Finance (3rd ed., 1948) and other books and articles on taxation and 
public finance. 
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FEDERAL, STATE, AND LocaAL TAX REVENUES IN 1947 * 


In Millions 
Total Federal State Local 


ci ORO ty Apher, oA | $49,603 $37,060 $6,745 $5,797 
Rupees “GCE «4. SS Se ee ce se 18,258 17,802 418 37 
Corporation income ............. 9,059 8,602 451 6 
Sales, use, gross receipts, and 
MIE ne oraers Sais cee eo -0< 0 11,324 7,593 3,442 288 
reer eT TT eee 5,512  — 261 5,251 
PORTO CTT Te 939 770 168 1 
IE ENE sw ico elec dope vs 3,129 2,157 969 2 
Licenses, permits, and other....... 1,382 136 ~=—-: 11,035 211 


* The data are reported as classified and summarized by the Bureau of the Census, 
Governmental Revenue in 1947, 8 (1948). They are given in round numbers that may not 
add exactly to the totals shown. 


THE DEFINITION OF A TAX 


A tax, as a revenue measure, is’ usually defined as a compulsory pay- 
ment for the support of governmental services. Those looking to taxation 
as an instrument of fiscal policy would add that from the economic point of 
view, at least, a tax may be employed for other public purposes, such as 
stabilizing the economy, or influencing investment, or other economic 
activities. The definitions of a tax commonly agree that it need not be 
apportioned among the taxpayers according to the particular costs occa- 
sioned by furnishing public services to each beneficiary, the value of 
those services to him, his ability to pay, or its effects on his economic 
behavior. On the other hand, the choice Of the taxes selected may be 
affected by a consideration of the fact that those benefiting from govern- 
mental services receive services of value to them which increase the costs 
of government, that such persons are assumed to have an ability to pay 
taxes, and that the economic effects of the taxes in question are desirable. 

A tax need not be, and commonly is not, earmarked for financing a 
particular public service. Fees, special assessments, the rates charged for 
utility and other services, and various administrative revenues are, how- 
ever, generally related to the performance of specific services. In the 
evolution of revenue systems, taxation has become the primary source of 
revenue. It has become customary to finance general public expenditures, 
with some exceptions, out of the general funds. And functions which 
originally were thought to be of special interest only have shown a ten- 
dency to become functions of general interest as community boundaries 
have widened and social solidarity has increased. 

Some revenues called taxes, that are directly related to the costs incurred 
for particular services or the benefits received from them, may rationally 
be classed otherwise. Thus, the so-called gasoline tax paid by motorists 
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using the highways may be regarded as a fee that is paid by those directly 
benefiting from a service financed by their contributions. If the charge 
should exceed the cost of the highway services provided to motorists, the 
excess above the cost may be called a tax. If the motorists are compelled 
to pay contributions that are employed for nonhighway purposes that 
do not return direct benefits to them, those contributions may be classed 
as taxes. 

The so-called payroll taxes paid by employees to help finance old age 
insurance, following the above line of reasoning, are really compulsory 
insurance premiums, except where the contributions made do not return 
equal or greater benefits, when a tax element is present. The employers, 
on the other hand, do not benefit in the same direct manner, and their con- 
tributions may be classed as taxes. The dividing line in such instances may 
be rather thin, and one will note differences of opinion over the proper clas- 
sification of revenues. For our purposes here, in discussing the theories 
of costs and benefits, it is worth noting that particular services financed 
by particular revenues tend to be borne by those who benefit from them, 
while general services financed by the general funds occasion a distribution 
of governmental expenses that may largely or entirely disregard questions 
of costs and benefits. 


THE MEANING OF CosTs AND BENEFITS 


In order to appraise the cost and benefit concepts as standards of tax 
justice, it will be desirable to note their characteristic features. Obviously 
they are related, since both of them would place the costs of government 
upon those who benefit from public services. The cost-of-service theories 
would allocate among those benefiting from the public services thus 
financed the part of the total cost occasioned by servicing each beneficiary. 
These theories have been variously designated as cost, exchange, purchase, 
quid pro quo, or otherwise. Taxes have been called “the wages of govern- 
ment,” “the price of protection,” etc., and governments have been com- 
pared with insurance societies or corporations providing services at a 
price or rate. The idea may be illustrated by the metering of water, elec- 
tricity, and gas and the charging of rates for these and other measured 
services according to the quantities desired or other criteria of costs. The 
expenses of military, police, and fire protection and other beneficial ser- 
vices that could not be metered out, would be apportioned according to 
the value of the property of those enjoying the services, their gross or 
net income, or other selected factors. It might be assumed, in financing 
particular services, that an equal cost was incurred in servicing every 
taxpayer. 
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The cost-of-service theories have been advocated by those who believe 
that the beneficiaries of public services should pay for them on a cost 
basis. Strictly applied, there would be no exemptions. All would be 
taxed or would otherwise pay for the services obtained, and everyone 
would finance the services he obtained from governments from his own 
resources. These theories might apply to governmental services in gen- 
eral, or only to particular services. Again, they might govern the appor- 
tionment of the total costs of a certain service or only that part of the costs 
to be met by those benefiting from it. 

The benefit theories would distribute the costs of government among 
the beneficiaries of their services according to the value of those services 
to them. It might be assumed that all persons benefit equally from such 
general services as military, police, and fire protection because their lives 
are equally dear, or that the value of the services is related proportionately 
or otherwise to the value of their property, their gross or net income, their 
expenditures, or other factors. The benefit theories have been advocated 
as general or special benefit, privilege, state-partnership theories, or 
otherwise. 

Some persons have identified the benefit and ability to pay principles 
with each other. Adam Smith, as will be noted later, found in gross 
income a common denominator of ability and benefits. In a tax message 
to Congress on June 19, 1935, President Franklin D. Roosevelt defended 
the application of progressive taxation to personal and corporate incomes, 
estates, and gifts because such taxation, he thought, would be levied in 
proportion to ability to pay and benefits received. 

Those advocating cost and benefit theories have frequently assumed that 
certain services at least, such as military and police protection, and the 
maintenance of justice, are universally beneficial, and that all members of 
the community should bear their appropriate share of the total expenses 
incurred in providing those services. Other services are assumed to be 
of special, direct benefit to particular persons, who, it is argued, should 
shoulder their costs. The advocates of cost and benefit theories have 
usually regarded taxation as a revenue instrument, rather than a vehicle 
of social reform or economic control, and they have usually favored pro- 
portional, rather than progressive, taxation. In earlier periods, it was 
assumed that governments should perform only a limited number of 
public functions for which the citizens would be compelled to pay. Other 
public services might be furnished to those desiring and benefiting from 
them, at their own expense. More recently, however, with the advent 
of social insurance and certain other public services, the individual has 
been required to participate in public programs that benefit him and to 
bear at least a part of their costs. 
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THE RIsE OF THE Cost AND BENEFIT THEORIES 


To grasp the meaning of the cost and benefit theories, it is necessary 
to note why and how these theories arose. Although one will not find 
in ancient literature a highly developed theory of taxation, he will dis- 
cover that cost and benefit ideas were applied to some extent in the early 
revenue systems. Aside from certain commodity and property taxes, there 
were variously imposed fees, licenses, tolls, monopoly profits, rates, and 
charges similar to special assessments. The ancients originated the idea 
of political compacts among those governing and the governed, with 
numerous implications of contractual relationships between the state and 
its members. 

The feudal society of the middle ages was held together by the mutual 
dependence of the lord and his vassals. The political theory of the period 
was derived chiefly from the Old Testament and the Greek and Roman 
philosophy, where one may find theories of the contractual state. The 
taxing power of the medieval king, like that of the Roman emperor, was 
presumably not unrestricted but limited by his responsibilities to provide 
services for his subjects. As Professor Willoughby has declared, “The 
whole feudal system was saturated with the ideas of contract.” * 

The medieval lords attempted to furnish few public services beyond 
protection and justice. The revenues raised for the support of the limited 
public functions were derived chiefly from the king’s domains, feudal 
aids, fees, tolls, and occasional taxes. The payments made by the vassals 
were not necessarily limited by the cost or the value of the services ren- 
dered by the king, however; revenues might be diverted to the private 
advantage of the ruler and his favorites. But the cost and benefit theories 
were implied in the popular acceptance of the contractual relationship 
of the king and the people. 

As feudal society disintegrated, modern territorial states emerged and 
tax systems slowly evolved. The nobles and, in time, the people sought to 
restrain the powers grasped by the king. The medieval contract theory 
was adapted to the changing political conditions by far-fetched reasoning, 
as indicated by the writings of Grotius, Hobbes, Locke, and others, who 
argued that the expenses of government should be distributed according 
to the costs incurred or the benefits received. Increasingly, the emphasis 
was placed upon benefits. 

The compact theories were early expressed in the articles of govern- 
ment of the New England colonies and in the constitutions of the New 
England states. The constitution of Massachusetts thus declares, in its 
preamble, “The body politic is formed by a voluntary association of indi- 


1 WitLtoucHBy, THE Eruicat Basis oF PotiticAL Aurnority 151 (1930). 
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viduals: it is a social compact.” With respect to taxation it further 
declares, “Each individual of the society has the right to be protected by 
it in the enjoyment of his life, liberty, and property according to stand- 
ing laws. He is obliged, consequently, to contribute his share of the 
expense of this protection.” 

The idea was common in individualistic colonial America that govern- 
ment was organized for the benefit of the governed and rested on their 
consent. This political philosophy was expressed in the Declaration of 
Independence and is reflected in the contractual relationships set forth 
in the federal and state constitutions. It was accepted in early America 
that the primary functions of government were protection and justice, and 
that the citizens should share in their costs. It was apparently thought 
that the value or the costs of protection to property varied in proportion 
to the value of the property. The view was sometimes expressed that 
the life of each person was of equal value. Poll taxes were employed 
to impose equal charges upon the taxpayers, apparently reflecting the idea 
of equal benefits from personal protection and equal costs. Some of the 
early writers explained, however, that equality in taxation meant an 
equality of burdens rather than equal tax liabilities. Taxes were to be 
levied, as a rule, in proportion to property, expenditures, or some other 
measure of benefits. The cost and benefit factors were certainly influential 
in the early property taxes, special assessments, fees, and licenses. In 
time, the concept of benefits gained greater popularity than that of costs, 
but benefits and costs are at least implicitly related. 


Economic THEORY 


The early economists generally did not attempt to formulate a theory 
of the state, since they were interested primarily in economic phenomena, 
but they were probably influenced to some extent by the popular contract 
theories. They usually related their thinking on taxation to a state of 
limited functions. It was essentially a protective agency, dispensing its 
services somewhat like an insurance company or other private enterprise. 
The economics of the market place suggested the economics of a state 
selling protection and such other services as the specialization of labor 
required in the economic organization. The early modern economists, 
like the medieval writers, described taxation and the revenue system largely 
in terms of current thinking and practice. The benefits derived from 
government were thought to be proportional, as a rule, to property, con- 
sumption, or some other factor. 

The oft-quoted maxim of Adam Smith, that the subjects of every state 
should contribute taxes to its support in proportion to their respective 
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abilities as measured by the income they enjoyed under its protection, has 
been interpreted by some as an endorsement of the benefit principle, by 
others of ability to pay, and by still others as a reconciliation of the benefit 
and ability principles. He may have thought that the gross income of 
individuals measured both benefits and abilities, or, as sometimes sug- 
gested, that the benefits received from the state and society determined 
the ability to pay taxes. He did argue that the expenses for defense 
should be apportioned according to the abilities of the members of society, 
and that justice and public works should be supported largely by pay- 
ments according to benefits, in the nature of fees and tolls, and partly 
by general contributions, without saying how the latter should be dis- 
tributed.? On the other hand, he did not advocate a general income tax, 
to which Professor Hicks declares he was violently opposed, because he 
feared that it would be uncertain and arbitrary.* 

The theory of taxation according to benefits, or the value of govern- 
ment services to the recipients, was commonly accepted in America, 
England, I’rance, Germany, and elsewhere in the early nineteenth century. 
Many of the economists of the day accepted the benefit principle but 
argued that a minimum of subsistence should be exempt from taxation. 
They may have assumed that those lacking incomes above the subsistence 
level enjoyed no net benefits from government or that they lacked an 
ability to pay taxes, and should therefore be excused from taxation 
according to benefits. Others argued that the benefits from government 
were universally enjoyed, and that all were obliged to pay taxes. 

By the middle of the nineteenth century, John Stuart Mill had rejected 
the idea of costs and benefits in taxation for a theory of equal sacrifice, 
which, he thought, justice required. As the movement for popular govern- 
ment spread and public expenditures for the benefit of the masses in- 
creased, social justice was regarded more widely as demanding progressive 
taxation according to current ideas of ability to pay. At the close of the 
century, H. C. Adams affirmed that the extent to which taxes are based 
on cost depends on how long a country has been out of feudalism.* In the 
financing of the general functions of government, which were becoming 
more numerous and costly, there was a noticeable tendency throughout 
the world during the latter nineteenth and early twentieth centuries to 
get away from cost and benefit concepts. Education, health, and other 
services also came increasingly to be accepted as general governmental 
functions. Writers on economics placed more and more emphasis upon 
taxation according to ability to pay. 


2SmitH, WEALTH oF Nations, bk. V, c. I. 
8 Hicks, Pusric FInANcE 134 (1947). 
# Apams, THE SCIENCE oF Finance 325 (1898). 
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Economists and tax students generally recognize, however, that cost 
and benefit considerations still have an important place in revenue systems. 
A few illustrations may be cited. In its proposals for a Model Plan of 
State and Local Taxation, a committee of the National Tax Association, 
of which Professor Charles J. Bullock was chairman, declared, “Every 
person having taxable ability should pay some sort of a direct personal tax 
to the government under which he is domiciled and from which he receives 
the personal benefits that government confers.” A state personal income 
tax at moderate and progressive rates was recommended. The owners 
of tangible property were to be taxed at the place of its location for 
the protection and other governmental benefits received. Finally, business 
carried on for profit was also to be taxed for the benefits obtained in the 
localities in which it operated.° 

Advocates of fiscal policy to regulate economic conditions have also 
found a place for the idea of benefits in taxation. Professors Hansen and 
Perloff have said, in discussing the attainment of equity in the tax sys- 
tem, “When the benefits provided by the government are special and 
direct, the taxes imposed (in cases where the application of a fee is im- 
practical) should be proportional to benefits received. All other taxes 
paid—which means the great bulk of the taxes—should be on the basis 
of ability to pay—income being usually regarded as the best single 
measure of ability.” ° 

Gerhard Colm has shown how theories of tax justice in capitalistic 
societies are related to the stage of social evolution.’ In the early Pro- 
tective State, the benefit principle was popular, with property serving as 
the measure of benefits received. The Social State, which has endeavored 
to correct inequalities in income and institute other reforms, has looked 
upon ability to pay as the ideal. Moreover, in financing war, as in social, 
expenditures, the benefit principle was found impracticable. The Partner 
State has brought a higher development of capitalism, in which the state 
performs many productive functions. In this stage, cost and benefit con- 
siderations again become important. Finally, as the last stage of the 
transition of capitalism to socialism, the Control State assumes responsi- 
bility for economic development and dominates productive activity. Public 
expenditures and taxes are employed to achieve the ideal economic struc- 
ture. Here the effects of taxes upon the well-being of the community are 
regarded as more important than their justice to the taxpayers. 


5 Second Report of Committee on a Plan for a Model System of State and Local Taxa- 
tion in ProceepIncs oF NaTionAL TAx AssocraTIon 353-420 (1933). 
® HANSEN AND PERLoFF, STATE AND LocaL FINANCE IN THE NATIONAL Economy 


252 (1944). 
7 Gerhard Colm, The Ideal Tax System, SoctaL REsEaRcH (vol. 1) 319-342 (1934). 
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An examination of the literature of economics and public finance reveals 
a tendency to relegate the cost and benefit principles of revenue to a posi- 
tion of less importance than ability to pay, and to place the major empha- 
sis, as fiscal policy considerations have become more significant, upon 
appraising the social justice of taxes in terms of their economic effects 
upon community welfare. Some modern economists, business men, and 
tax students, however, look with scepticism upon the use of progressive 
taxation to promote social reforms and find ability to pay unsatisfactory 
as a principle of taxation. They argue that it is based upon an untenable 
theory of the diminishing utility of income, is meaningless in its sub- 
jective implications, and, by leading to steeply progressive tax rates that 
are confiscatory in their effects on private property and initiative, is incon- 
sistent with a private enterprise system.® 

Ability to pay is obviously difficult to measure but it appears to require 
progressive taxation of personal incomes above the subsistence level. In 
any case, the limitations of the principle are increasingly recognized. 
Economists commonly concede that cost and benefit considerations, even 
though they may not be the controlling factors, are important in busi- 
ness taxation, social security contributions, property taxation, the raising 
of revenue from motor vehicles and their fuel, and in such revenues as 
fees, special assessments, and the rates charged for utility and other 
governmental services. As incomes become more equally distributed and 
as more governmental services are rendered for particular groups, there 
is a tendency for cost and benefit factors to be given more weight. 


LEGAL THEORY AND BENEFITS 


In the limited space available here, it is not possible to trace in detail 
the evolution of the cost and benefit theories. It is worth noting, how- 
ever, that these theories have left their imprint in legal thinking and in 
constitutional provisions. Judge Cooley was a well known advocate of 
the proposition that taxation should be apportioned in proportion to bene- 
fits, so far as this is practicable, and argued that benefits tended to vary 
in proportion to property and income. He admitted that the measures of 
benefits were not fully satisfactory and that other standards of justice 
were permissible.’ Mr. Gray, another authority on the taxing power, con- 
tended early in the twentieth century that the weaknesses of the benefit 
theories were apparent to economists and should also be recognized by 


8 For a convenient summary of these arguments against ability to pay and a defense 
of the benefit principle, see H. K. Allen, The Ability to Pay Principle and Private Prop- 
erty, Tax Review 24-28 (June, 1948). 

® Cootey, THe Law or Taxation 213-217 (4th ed., vol, 1, 1924). 
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the courts. He observed that ability to pay was receiving a growing 
acceptance.’® 

More recently, Roswell Magill has declared that the modern concept of 
fairness in taxation is ability to pay. He observes that economists look 
upon income as the best measure of ability to pay, which increases pro- 
gressively with income. All taxes cannot be related to ability to pay, on 
the other hand, and some forms of taxation are justified in terms of 
benefit theory.** Randolph Paul argues that taxation should further the 
nation’s economic objectives, and is therefore inclined to judge the jus- 
tice of taxes in terms of their economic effects. He refers to the income 
tax, however, as a measure which distributes a large part of the cost of 
government according to the generally accepted principle of ability to 
pay.”? 

The requirement of state constitutions that taxation shall be equal and 
uniform implies a recognition of the benefit concept, and to some extent 
of the idea of costs. The early state constitutions were apparently framed 
primarily with property taxation in mind, although income has also been 
regarded as an objective measure of benefits. With the rise of the ability 
to pay theories and demands for progressive taxation, it has become 
necessary in some states to amend the constitutions to permit taxation 
at progressive rates. One may observe a tendency for legal theory and 
constitutional requirements to yield to changing economic theory and 
new standards of social justice. 





THE CONTRACTUAL BAsiIs OF Costs AND BENEFITS 


As previously indicated, the cost and benefit theories grew out of the 
conception of the state as an association which was bound by a compact 
or a tacit agreement to perform the primary public services of protection 
and justice, along with a few other incidental services, in exchange for 
the fees, tolls, prices, and taxes paid by the beneficiaries. If the compact 
were purely a voluntary arrangement, as some argued, the citizens would 
be free to withdraw from it at will and to purchase such public services 
as they desired. If the compact were binding, once it had been accepted, 
membership in the state and its financial obligations would then become 
compulsory. It was generally assumed, however, that at least protection 
and justice were indispensable public functions, and that the members 
of the state were obliged to pay for these services in proportion to the costs 
or the benefits received. 

20 Gray, LimITATIONS OF THE TAXING Power AND Pustic INDEBTEDNESS c. I (1906). 


11 MAGILL, THE ImMpActT oF FEDERAL Taxes 9-11 (1943). 
12 Paut, TAXATION FoR Prosperity 261 (1948). 














1949] THE COST AND BENEFIT THEORIES. 27 


History reveals that the modern state is essentially the product of social 
evolution, rather than the creature of formal compacts. It has resulted 
from the social forces that have brought men together, from the coercion 
of the stronger over the weaker, and from convenience and necessity. 
Membership in the state, which may be acquired in one way or another, 
carries with it compulsory obligations, including the payment of taxes for 
services which the individual may feel bring no benefits to him. He must 
bear his share of the expense not only of protection and justice, but also 
of other public services, and cost and benefit factors may be ignored in 
the distribution of tax burdens. He may also be compelled to receive 
certain public services against his will. It is still true, of course, that he 
may have the option of obtaining other services that do benefit him and 
for which he pays in relation to cost and benefit factors. 

The early cost and benefit theories rest upon untenable theories of the 
state, membership in it, and the methods of financing its services. The 
modern state has assumed many functions that were not sanctioned by 
the early individualists, it has employed taxation as a compulsory method 
of financing a great range of services, and it has become an agency of 
social reform and progress. Theories of cost and benefits, if they are to 
be applicable in financing the modern state, must therefore be related to 
changing economic, social, and political theories and problems. 


Costs AND BENEFITS GENERALLY Not MEASURABLE 


A further limitation on the usefulness of the cost and benefit theories 
arises from the fact that it is frequently impracticable to measure ac- 
curately or even approximately the additional costs placed upon the 
state by its provision of public services for the citizens, or the value of 
those services to those who receive them. True, costs and benefits may 
be estimated roughly, and perhaps satisfactorily, when particular services 
are furnished that may be financed with such revenues as fees and rates. 
But it is not feasible to estimate with any accuracy the part of the total 
cost of such general services as protection, education, health, and the 
regulation of industry that each individual may occasion, or their value 
to him. What part of the expense of the army, navy, air force, and 
police would each individual contribute on a cost basis? Moreover, 
the costs of public services are, to a considerable extent, joint costs because 
various services are performed by the same agencies. The overhead and 
specific costs of general governmental services could usually be appor- 
tioned only arbitrarily. 

The amount and the value of the benefits of the governmental services 
provided to the members of the state are also generally immeasurable. 
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The actual benefits consist of the various advantages gained from public 
services by each individual. These are ultimately subjective and are not 
reducible to standard psychological units. Who is to say how much benefit 
one obtains from the various military services of the Federal Govern- 
ment, for example, and what they are worth to him? Or from recreational 
and educational facilities that help make the leisure hours of the individual 
more pleasurable? 

It might be assumed that protection, education, health, and other public 
services benefit each person equally, but the assumption would be arbitrary 
and commonly contrary to the facts.** In time of war, military protection 
is of priceless value to those in danger ; to those far away from the danger 
zones it may seem to be of little value. Protection against thieves is worth 
much to those whose valuables may be looted ; to those who have no valu- 
ables, it is worth little. Fire protection, the public schools, public health 
control, and other public services are clearly of more benefit to some per- 
sons than to others. Thus, if taxes are to be imposed in proportion to 
the amount or the value of the benefits enjoyed from public services, it 
becomes necessary to devise measures of those benefits. 

Since subjective measures of benefits are not available, it is frequently 
suggested that such objective measures as income, property, or expendi- 
tures should be utilized. Here we encounter further difficulties. Some 
would employ gross income to indicate benefits, others net income, per- 
haps above the subsistence level. The state does not generally produce the 
entire gross or net income of the individual, however, or a definite and 
uniform part of it. Those with low incomes may obtain great benefits 
from public relief, education, and other services which the wealthy pro- 
vide for themselves. The assumption that the poorest members of society, 
whose incomes are below the subsistence level, receive no benefits and 
should, therefore, pay no taxes indicates a confusion of benefits with 
ability to pay or other criteria of justice. A rigid application of either 
cost or benefit theories would call for the universal taxation of all the 
beneficiaries of the state, regardless of their ability and the economic 
effects of this policy. 

Property is also defective as a measure of the amount of benefits gen- 
erally received from governmental services and their value to the bene- 
ficiaries. To some extent the protection furnished to property by the 
state is related to the value of the property, but it is also related to the 
kind of property, the amount of it, its location, and other variable factors. 


13 Some of the great and discouraging difficulties involved, from the accounting angle, 
in determining the costs of government services and in using cost data in financing public 
budgets, are indicated in the study Possrsrtities or Cost ACCOUNTING IN PuBLIc BuDGET 
Maxine by A. H. F. StepHan (1939). 
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Some buildings are practically fireproof, others are firetraps; some prop- 
erty is too bulky and of too low value to be pilfered by thieves, while 
other property is movable and very valuable ; and some very valuable prop- 
erty may require little or no military protection because of its location and 
indestructibility, but other property may lie directly in the path of pos- 
sible invading forces and require expensive protection. Again, one may 
possess little or no property and obtain valuable public services, and 
another person may own much property and obtain few public services of 
any great value. Property is commonly assessed for taxation in such an 
inaccurate and inequitable manner, moreover, that its value cannot be a 
safe guide to the benefits obtained from governments. The Federal Gov- 
ernment and some of the states do not tax property directly and draw only 
relatively small revenues from such taxes as those on estates, inheritances, 
and gifts which are indirectly related to the value of property, even though 
these governments provide valuable and expensive public services. 

Some persons have proposed that the expenditures of the individual 
are satisfactory indicators of the benefits they receive from public services, 
and have therefore proposed general or specific taxes on commodities. 
If expenditures alone were taxed, savings would be exempt, even though 
they were invested in various forms of wealth that required the protec- 
tive services of the state and increased the capacity to pay taxes. Those 
who spend the least may obtain the most valuable benefits from social 
relief, public education, and other public services. The state does not 
ordinarily provide the total goods and services consumed by the individual 
nor a uniform part of them. The expenditures of the individual do not, 
therefore, accurately measure the benefits he secures from governments 
or their value to him. As the socialization of the economy advances, how- 
ever, the individual becomes more and more dependent upon the state for 
his income and his livelihood, and the problem becomes a different one as 
his benefits from the state become more definite and measurable. 

Perhaps a combination of income, property, and expenditures would 
reflect more accurately the benefits of the individual from governmental 
services and their value. On the other hand, since none of these objective 
criteria is satisfactory, it is difficult to see how a combination of them 
would be much better. One is also driven back to a recognition of the 
fact that the persons with the lowest incomes, the least property, and the 
smallest expenditures may gain the most from various public services. 
Should taxation, under these circumstances, be controlled by considera- 
tions of benefits or by other criteria of justice? 
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THE PROBLEM OF PROGRESSIVE TAXATION 


Those endorsing cost or benefit theories have usually opposed progres- 
sive taxation. They have usually feared that such taxation would tend 
to become confiscatory in its application to attain a more equal income 
distribution and other social reforms. The observation of the British 
classical economist McCulloch concerning the difficulties of setting limits 
on progressive taxation has become a classic. He said, “The moment you 
abandon . . . the cardinal principle of exacting from all individuals the 
same proportion of their income, or their property, you are at sea without 
rudder and compass, and there is no amount of injustice you may not 
commit.” ** In commenting upon the risk of abuses in the application of 
ability to pay through progressive taxation, Professor Lutz goes even 
further and declares, “The only logical stopping place, according to the 
current ability theory, is at the complete equalization of incomes by a 
confiscation of all incomes in excess of the lowest amount received by 
any one.” *° 

Those seeking refuge from the perils of progressive taxation have fre- 
quently turned to a cost or benefit theory, which they think would demand 
proportional taxation. Or they have sought to identify ability to pay with 
proportional taxation, possibly by a fusion of benefit and ability concepts 
in relation to some objective factor which is presumed to measure both. 

Professor Allen, in his defense of the benefit principle as against ability 
to pay, has argued that benefits would call for proportional taxation as a 
rule, but that the moderate use of progression in income and death taxa- 
tion would not be incompatible with his general-benefit principle. He 
states that to the extent progressive taxes are shifted their burdens become 
proportional, and adds, “It is possible, moreover, that the benefits of some 
services, such as national defense, increase at more than a proportionate 
rate as the amount of income increases.” ** Other persons have gone even 
further in endorsing the imposition of progressive tax rates as an appli- 
cation of the benefit concept. As previously mentioned, the progressive 
personal and corporate income taxes and death and gift taxes were 
defended by President Franklin D. Roosevelt because they were in line 
with his idea of progressive benefits. 

The introduction of progressive rates in the application of benefit the- 
ories of taxation would seem to provide the entering wedge for the high 
progressive rates which conservative opinion has generally opposed. As 


14 McCuttocn, A TREATISE ON THE PRINCIPLES AND PRACTICAL INFLUENCE OF TAXA- 
TION, OR THE FunpinG System 143-145 (1863). 

15 Lutz, Pustic FINANCE 267 (4th ed. 1947). 

16H. K. Allen, The Ability to Pay Principle and Private Property, TAx Review 28 
(June, 1948). ’ 
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President Roosevelt and others have argued, it may be said that as income 
and wealth in the hands of the individual or the corporation increase, the 
benefits from government and society increase even faster. While the rela- 
tionship of benefits to income, property, and expenditures is not clear, one 
may rationalize and assume that the normal relationship is one of progres- 
sion, and thus find a basis for employing taxation for social reforms or 
for steep progression as a revenue measure. Actually, it is not known at 
what rate benefits change with income, property, and consumption because 
of the as yet insuperable obstacles encountered in efforts to measure the 
benefits received from general government services. 

Both in theory and in practice we are driven to the necessity of apprais- 
ing the justice of taxes in terms of their economic effects. Theories of 
benefits and ability to pay tend to be indefinite in their application, and 
may serve as an excursion into this or that type of taxation, according to 
one’s preference. It is true that the effects of taxes cannot be measured 
with precision and that similar difficulties may be met in attempting to 
tax according to desired economic effects in maintaining or uprooting 
social institutions, equalizing incomes, increasing or decreasing consump- 
tion or investment, and promoting other economic objectives. But it is 
clear that economists must turn their powers of investigation to the study 
of the effects of taxes, and the expenditures they finance, upon economic 
behavior. 

If proportional or progressive taxation is socially desirable it is not 
merely because it is consistent with benefits, ability, or some other stand- 
ard of justice, but essentially because it is consistent with the economic 
goals of the community. It is therefore a question of what our economic 
goals should be and how they may be advanced most effectively, whether 
one be a conservative, a liberal, or an adherent of some other philosophy. 
Since the primary immediate purpose of taxation is the raising of revenue, 
the tax system should be developed in a manner that will least interfere 
with attaining our economic goals and will least injure the institutions 
we wish to preserve. Stated more positively, taxation should be consistent 
with such objectives as a stable and expanding economy, and the revenue 
system should work in a manner that will help, and not hinder the attain- 
ment of those objectives. 


Cost AND BENEFIT THEORIES AND JUSTICE 


A growing sentiment has favored the exemption of the poor, the sick, 
the unemployed, and other groups from particular taxes and the taxation 
of the lower incomes at lower rates than the higher incomes. It is argued 
that such persons have little or no ability to pay taxes and that their taxa- 
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tion has detrimental effects on the whole economy. It is now considered 
to be just for some members of the state to pay more than the cost or 
the value of public services to them, and for others to pay less. The cost 
and the benefit theories do not serve as a convincing basis for progressive 
taxation, which modern nations regard to be equitable because of the rise 
of popular government. Even if costs and benefits could be measured, if 
the controlling groups in the state decide against their application they 
become unavailable. The cost and benefit theories are thus historically 
inadequate as an explanation of generally prevailing practices in taxation 
and are commonly regarded as being deficient as standards of justice in 
the distribution of most tax payments. 

There are important exceptions to this statement, as previously indi- 
cated. In the financing of old age insurance, the insured properly con- 
tribute to the insurance funds which will subsequently pay them retire- 
ment benefits. Similarly, the contributory principle seems to be equitable 
and rational in unemployment and health insurance. Unlimited funds can- 
not be raised by the progressive personal income tax, and all of the services 
of government cannot be financed from this tax. Some services can be 
financed by rates, fees, special assessments, or other benefit charges be- 
cause the beneficiaries are able to bear some or all of the costs and the 
community does not suffer but gains from their participation in financing. 
This is true, for example, in highway financing, where motor vehicle and 
gasoline charges produce great revenues. On the other hand, those who 
advocate what is currently called a Welfare State frequently propose that 
social insurance and other services of wide mass benefit should be financed 
entirely or largely out of the general funds. To those funds the pro- 
gressive income, estate, and gift taxes would contribute very substantially. 

Property taxation can hardly be adjusted to allow for the net income of 
the taxpayer and his economic responsibilities. It is desirable for local 
governments to have substantial and independent revenue sources, how- 
ever, as long as they are essential institutions of popular government. 
With improvements in administration, which will apparently require the 
assistance of the states, property taxation should be made sufficiently 
equitable and flexible to provide large local revenues with reasonable equity 
and without gravely detrimental economic effects. This is a hard goal to 
attain, but its realization is not hopeless. 

Cost and benefit considerations call for some sort of business taxation, 
although they do not indicate satisfactorily how business should be taxed. 
Much of our modern taxation is collected from business enterprises. Cer- 
tain of the taxes paid by business, such as those upon sales, tend to be 
shifted to consumers, while others, such as the general taxes on net 
income, tend to remain substantially with the owners. ° 
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Business enterprises do place additional costs upon the state for pro- 
tection, highways, regulation, and other public services, and do enjoy many 
valuable benefits from governmental services, such as the contracts they 
obtain to supply materials and services to governments and their employees. 
It is frequently impracticable, however, to determine what additional cost 
is created because a business enterprise obtains a beneficial public service, 
or to ascertain the value of that service to the enterprise. It might be 
assumed that net income would best measure the value of benefits from 
public services. However, an enterprise that operates at a loss or with 
no profits may secure valuable services from governments. One concern, 
moreover, may gain its profits from government contracts and another 
may have no direct business with governments. 

The retention of part of its profits by a corporation may be beneficial to 
it, but the amount of the undistributed income is generally not related 
in any measurable way to the services obtained from governments. To 
some extent the rate of the return on the investment may reflect the value 
of public services. It can usually not be taken for granted, however, that 
the profitability of a business is determined by government aid of one 
kind or another. The value added to production by an enterprise is like- 
wise not a measure of what the state contributes, as a rule. Nor can one 
generally find in the property of a business or its receipts an indication 
of the extent to which it benefits from governmental services. 

A complicating factor, here, as in the taxation of individuals, is the 
possibility that a given tax will be shifted from those who pay it to 
another set of persons. How, then, can the cost, benefit, ability, or other 
principles of justice in taxation be applied, when much or all of the tax in 
question may be shifted? This is a problem which has been ignored by 
many proponents of this or that tax scheme. Or the problem may be 
avoided by assuming, regardless of the facts, that a tax is shifted to the 
consumers or remains with the owners of a business, and that the persons 
who finally bear the tax are the ones who benefit from public services or 
have the ability to pay for them. But unless the i.:cidence of taxes is 
known, it will not be feasible to impose them according to costs, benefits, 
or ability unless the desired result is obtained by chance. And unless the 
incidence of taxes is known, it will also be impracticable to ascertain and 
appraise their economic effects. 


Costs AND BENEFITS IN THE REVENUE SYSTEM 


In summarizing this discussion and appraising the cost and benefit 
theories of distributing the costs of gcvernment, it may be noted that 
these theories in the earlier stages of modern history were usually related 
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to the financing of limited-service. governments, that they were the out- 
come of the contract theories of the state, that they recognized the exist- 
ing financial practices in the medieval and early modern periods and early 
economic theory, and that they called for raising revenue by taxation or 
otherwise in proportion to property, income, expenditures, or other objec- 
tive measures of costs or benefits. The cost-of-service theories may be 
roughly practicable in financing utility, postal, and other services bringing 
special benefits to those paying for them, where rates, fees, and similar 
metered charges may be collected. 

The benefit theories have a certain applicability in taxing business, 
property, gasoline, income, motor vehicles, and other objects where the 
fact that benefits are received from public expenditures warrants some 
taxation if it is socially desirable to tax the beneficiaries. This assumes 
that benefits can be measured with reasonable success, and that their 
consideration is consistent with the economic and social objectives of the 
community. Costs and benefits are particularly applicable in providing 
special public services for those who can and should pay for them. 

It is true that costs and benefits frequently cannot be measured, espe- 
cially where services of a general nature are involved. It may also be 
found that considerations of ability to pay and the economic effects of 
taxes and other revenues should outweigh considerations of costs and 
benefits. Hence the latter may be of only secondary importance. 

On the other hand, the apportionment of revenues according to cost 
and benefit factors makes the beneficiaries of public services responsible 
for financing them and tends to arouse their interest in public expenditures 
and the costs of government. There are limits to the application of ability 
to pay, which may also defy measurement and which may be the excuse 
for excessively high progressive taxation. A balance may be found in 
the consideration of costs and benefits, where this is feasible and desirable. 
As social insurance, public utility services, and other services particularly 
benefiting certain groups are extended and as inequalities in incomes are 
lessened, cost and benefit considerations may be found more applicable. 

Modern thinking, however, has shown a tendency to appraise the jus- 
tice of taxes and other revenues in terms of their economic effects upon 
the community at large and not simply the taxpayers. Whether taxation 
is employed for revenue or to further fiscal policy, it should be consistent 
with the economic goals of the community. It is therefore suggested that 
cost and benefit theories are valid only (1) where their application is con- 
sistent with the economic objectives of the community and (2) where it is 
feasible to measure costs and benefits with reasonable accuracy. 








The Strange Nature Of The Partnership 
Under The Income Tax Law 


VALENTINE BROOKES 


ba partnership is a creation of necessity, not of logic. Whether or 
not this is the reason for it, there can be no doubt that the law has had 
difficulty in fitting the partnership into neat general categories. The 
income tax law is no exception; indeed it offers a strikingly apt illustra- 
tion of this difficulty.* 

The difficulties with the partnership commence with attempts to define 
it. Chancellor Kent’s classic definition has often been quoted with ap- 
proval, and the United States Supreme Court has defined the term in 
similar words * which, except on a close inspection, appear to carry the 
same meaning. Yet other courts have been critical of all suggested defini- 
tions and have pronounced the task of evolving a precise definition an 
impossibility. However, all the attempts at definition have a distinct 
similarity, and perhaps the difficulty in this case is overemphasized by 
any suggestion that it is unique. The Uniform Partnership Act defines a 
partnership * as “an association of two or more persons to carry on as 
co-owners a business. for profit,” and if one recognizes that this simple 
definition is not supposed to provide the key to the solution of all prob- 
lems but merely to serve as a sort of introduction to the sections which 
follow, one can make good use of it. 

A gradual evolution has occurred in the law of partnerships and their 
characteristics. Originally they were regarded as a sort of tenancy in 
common, with the added feature of an agency relationship between the 


VALENTINE Brookes is a member of the San Francisco Bar and partner of Alvord and 
Alvord; formerly special assistant to the Attorney General of the United States and 
Deputy Attorney General of California. 


1 See Rabkin and Johnson, The Partnership under the Federal Tax Laws, 55 Harv. 
L. Rev. 909, for a comprehensive discussion of the federal tax treatment of partnerships. 
The present article is more limited in scope, and, doubtless because of several decisions 
rendered after the publication of the Rabkin and Johnson article, suggests certain conclu- 
sions divergent from some in the earlier article. 

2 See, for example, Goldsmith v. Eichold Bros., 94 Ala. 116, 10 So. 80, 33 Am. St. Rep. 
97 (1891); Blackerby v. Oder, 201 Ky. 403, 257 S.W. 43 (1923); Willis v. Crawford, 
38 Ore. 522, 63 P. 985, 53 L.R.A. 904 (1901) ; Meehan v. Valentine, 145 U.S. 611 (1892). 

3 Keiswetter v. Rubenstein, 235 Mich. 36, 209 N.W. 154, 48 A.L.R. 1049 (1926); 
Snow Hill Bkng & T. Co. v. D. J. Odom Drug Co., 188 N.C. 672, 125 S.E. 394 (1924). 

4 §6. 
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partners. This view found expression in cases holding that there must 
be a joint ownership of funds.’ At the same time it was recognized that 
joint ownership, even though coupled with joint use, did not necessarily 
result in a partnership, real or ostensible. The emphasis on joint owner- 
ship inevitably began to be lessened by the increasing complexity of the 
industrial and commercial life of the country. For example, large part- 
nerships in which several but not all of the partners were the active 
managers, led to frequent situations in which one partner would have a 
larger share in the profits than in the firm’s assets, and a non-working 
partner would have a smaller share in the profits than in the firm’s assets. 
Indeed, in modern business practice it is not unknown for a partner to 
become such without making a contribution of capital and without ac- 
quiring a right to share in the assets on dissolution. 

The partnership became a favorite mode of conducting securities and 
brokerage businesses, professional businesses, and was also utilized in 
banking. Such use often led to an assumed or fictitious name for the 
firm, to continuity of name and business where a partner died or stepped 
out, and to frequent sales by one partner to another of some part or all 
of his interest in the partnership. The law developed to accommodate 
itself to these developments. Inevitably, in commercial usage such part- 
nerships acquired individualities of their own, entirely apart from the 
persons who happened to compose them at any point of time, individualities 
nearly as distinct and separate as if they had been corporations. The law 
has followed only a few steps behind, and, has given limited recognition 
to the partnership as an entity apart from its members.” At the same time 
the courts have been troubled by the process, which does involve some 
difficulties of logic.* Without endeavoring to assess these difficulties or to 


5 See, for example, Robbins v. McKnight, 5 N.J.Eq. 642, 45 Am. Dec. 406 (1847). 

6 Childers v. Neeley, 47 W.Va. 70, 34 S.E. 828, 49 L.R.A. 468 (1899) ; Uniform Partner- 
ship Act §7(2) ; Arnold v. DeBooy, 161 Minn. 255, 201 N.W. 437, 39 A.L.R. 403 (1924). 

7 For a succinct discussion, see 40 Am. Jur. 137 et seq. The subject is also discussed 
in Row.ey, Mopern Law oF PARTNERSHIP passim. In bankruptcy, the partnership has 
been accorded perhaps its most thorough-going recognition as an entity apart from its 
members. See 1 RemincTon on Bankruptcy 131; Horner v. Hamner, 249 Fed. 134 
(C.C.A4th 1918), L.R.A. 1918E 465. 

8 Louisiana, with its civil law background, accepts the partnership as a person or entity 
with less hesitation than its sister states. See Brinson v. Monroe Auto. & Supply Co., 
180 La. 1064, 158 So. 558, 96 A.L.R. 1206 (1934) ; Henderson v. Comm’r, 155 F.2d 310 
(C.C.A.5th 1946), 164 A.L.R. 1030. 

The main logical difficulty apparently lies in the assumption that the partnership can- 
not be an entity so long as its individual members are liable for its debts. There is, 
however, some corporate precedent to the contrary. Until 1930 the California Constitution 
(Art. XII, §3) provided that corporate shareholders were proportionately liable for the 
corporate debts, but California corporations were not denied the other characteristics of 
legal personality, such as domicile, suability, ability to own and convey, and the like. 
The same is true of banks, whose shareholders customarily do not enjoy limited liability. 








1949] STRANGE NATURE OF PARTNERSHIP UNDER INCOME TAX LAW 37 


delimit the precise extent to which the partnership has been accorded 
a distinct legal personality, it can be said that in private and bankruptcy 
law the partnership has become a quasi-entity. While this is a weasel- 
worded comment, for present purposes it will suffice. 

The provisions of the Uniform Partnership Act can be best used as 
illustrative of the rules now generally accepted.® This Act did not estab- 
lish the partnership as a distinct legal person.*® It did, however, adopt 
many of the provisions which make impossible a categorical classification 
of the partnership as an entity or not an entity. For example, the Act 
provides that the assignment of his interest by any partner does not dis- 
solve the partnership,’ and the remaining partners, and the assignee if 
admitted, continue to exercise all the rights and powers theretofore pos- 
sessed. When a partner dies, the partnership is “dissolved” but not 
“terminated,” ** the remaining partners continue to have the power to 
bind each other,** and the Act contemplates that the remaining partners 
will normally reconstitute themselves into a new partnership and pro- 
vides that the rights of creditors carry over.”* 

Moreover, the Act insulates the partner from ownership in fee of an 
undivided interest in specific assets. He cannot, by sale of his own 
interest, convey an interest in specific assets; his assignee acquires no 
right to possession but merely an interest in the profits from continued 
operation.** The specific assets of the partnership are beyond the reach 
of attachment or execution for his personal debts,** and are not subject 
to the dower, curtesy, or community claims of the partner’s spouse.” The 
partner’s right in the specific assets ceases on his death.** The partner’s 
interest in the partnership is defined as “his share of the profits and 
surplus, and the same is personal property.” ** 


® It has been adopted in 28 jurisdictions. 7 U.L.A. v. 

10 Williams v. McGowan, 152 F.2d 570, 572 (C.C.A.2d 1945); Comm’r v. Whitney, 
169 F.2d 562 (C.C.A.2d 1948). 

11 §27. The Commissioners’ note recognizes this is a change from the common law to 
reflect commercial conditions (7 U.L.A. 160). Section 31 of the ENcLisH PARTNERSHIP 
Act is to the same effect. 

12 §§30, 31. The Act (§29) defines “dissolution” as being only “the change in the 
relation of the partners caused by any partner ceasing to be associated in the carrying 
on as distinguished from the winding up of the business.” The Commissioners’ notes 
(7 U.L.A. 165) state that this narrow definition was created in order to distinguish sharply 
between “dissolution” and “termination.” 

18 §§33, 35. 

14 §41. 

15 §§25, 27. 

16 §25. 

17 Id. 

18 Jd. 

19 §26. This provision is of particular interest where the partnership assets include 
or consist of real property. 
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It is evident from these provisions that if one approaches any of a 
variety of questions, such as the right of an assignee of a partner’s inter- 
est to insist on either a share in management of the partnership assets or 
an immediate distribution to him of an aliquot portion of them, from the 
premise that the partnership is not an entity, one will get the wrong answer. 
But it is equally true that there are some questions to which one will get 
the wrong answer if approached from the premise that the partnership 
is an entity. The truth is that the statement that the partnership is an 
entity or is not an entity is not a statement of a premise at all but of a 
conclusion. In the case of a corporation, the law characteristically does 
not say that a corporation is an entity and leave us to infer what the 
significance of that status is. The law confers certain characteristics on 
corporations which so liken them to beings, that lawyers have come to 
categorize them as entities. That, however, is merely a shorthand method 
of stating a conclusion, the premise for which lies in a particularized 
catalogue of characteristics.” 

If the income tax law governing partners and partnerships is ap- 
proached with the foregoing thought in mind, some false starts may be 
avoided.“ The income tax statutes present a pattern which meshes very 
well with the private law pattern typified by the Uniform Partnership 
Act. It will be seen that while the partner and not the partnership is liable 
for tax on the partnership net income, he is not deemed the owner of the 
net income before the end of the partnership taxable year. He is entitled 
to claim benefits from particular classifications of partnership income and 
deductions in some instances, but only where Congress has specifically 
so provided. Finally, he is regarded not as the direct owner of an aliquot 
portion of the partnership assets, but as the owner of a partnership inter- 
est, a thing with a basis and a holding period of its own. 

The relevant statutory provisions are grouped at Internal Revenue Code 
sections 181 to 190, inclusive, except for the basis provision, which is 
found in section 113(a)(13). The pattern of the former sections is to 
tax the partners on the distributive net income, whether or not distributed. 
The partner is currently allowed to treat his share of the capital gains 
and losses as if he owned them directly (section 182(a) and (b) ), but in 


20 Cf. supra note 8, referring to instances in which the “corporate entity” does not, 
as a uniform rule, insulate the shareholder from a liability akin to that of a partner. 

21 The statements by Mr. Sternhagen for the Board of Tax Appeals in Edward B. 
Archbald, 27 B.T.A. 837, 841 (1933), aff’d, 70 F.2d 720 (C.C.A.2d 1934), cert. denied, 
Helvering v. Archbald, 293 U.S. 594 (1934), admirably reflect the admonition: “It is 
clear, therefore, that a doctrinaire assertion that a partnership is not an entity affords 
no key to the determination. . . . Considered thus realistically, without being overwhelmed 
by concepts, the issue is not foreclosed.... ... a partnership is treated sometimes as 
an entity and sometimes not, ....” 
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some years this specific authority has been absent and in those years the 
partnership insulated the partner from direct ownership of the capital 
gains and losses and he lost the benefit which would have inhered in such 
classification.” 

The partnership charitable contributions are deductible as such on the 
partners’ returns, and no deduction for them is allowed in computing 
partnership net income (section 183(c)). The reason for this treatment 
is presumably to prevent a partner’s obtaining a tax benefit from contri- 
butions in excess of the 15 per cent limitation of section 23(0), rather 
than on account of conceptualistic considerations. Likewise, the net op- 
erating loss deduction (sections 23(s) and 122) is taken by the partners 
instead of the partnership (section 189), as is the credit for foreign 
taxes (section 186) and for interest on United States bonds (section 184). 
In these instances as well, it is likely that practical rather than conceptualis- 
tic considerations governed the statutory choice. 

With these express exceptions, however, the net income of the partner- 
ship is computed as if it were a juristic individual.** Moreover, the several 
elections required or permitted by the Internal Revenue Code or Regu- 
lations are to be exercised by the partnership, not by the partners. This 
appears explicitly in the statute only once.** It is implicit in the language 
of the Regulations concerning elective inventories,” and probably is taken 
for granted in the cases of the other elections, notwithstanding that the 
Regulations uniformly require all elections to be taken by the “taxpayer” 
and a plausible argument can be made for the proposition that the part- 
nership is not a “taxpayer.” ** Certainly the command of section 183(a) 
that “The net income of the partnership shall be computed in the same 
manner and on the same basis as in the case of an individual... ,” 
cannot be obeyed unless all the elections exercisable in computing net 
income are exercisable by the partnership. 

The partnership net income is computed on the basis of a partnership 
accounting period, not on the basis of the partners’ own accounting periods 
(section 188). Again practical considerations have dictated the choice of 


22 Comm’r v. Lamont, 156 F.2d 800 (C.C.A.2d 1946), cert. denicd, Lamont v. Helvering, 
329 U.S. 782 (1946). Jennings v. Comm’r, 110 F.2d 945 (C.C.A.5th 1940), cert. denied, 
311 U.S. 704 (1940), is basically to the contrary though distinguishable on its facts. 

28 Section 183(a) so provides. In addition, §190, perhaps redundantly, provides that the 
emergency amortization deduction shall be taken by the partnership, not by the partners. 

24In §184 the statute refers to it in passing as if it were a matter of course. The 
election there referred to is the election to amortize bond premium under §125. 

25 Reg. 111, Sec. 29.22(d)-2(5). 

267T.R.C. §3797(a) (14) provides: “The term ‘taxpayer’ means any person subject 
to a tax imposed by this title.” Regulations 111 may be thought to expand this definition 
for their own purposes by the provision in sec. 29.4-1 which apparently refers to “part- 
nerships” as a class of taxpayers. ‘ 
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this rule, but it has consequences in concrete situations which demonstrate 
that for tax purposes as. well as for private law purposes the partnership 
insulates the partner from direct ownership of the partnership assets, at 
least before the end of the partnership accounting period. For instance, 
assume partner A, on the calendar year basis, has a personal capital gain 
of $5,000 from a sale in October, 1949, and the partnership in which he 
has a one-third interest sustains a capital loss of $15,000 from a sale 
in the same month, and further assume that the partnership accounting 
period is a fiscal year ending June 30. A will not be allowed to offset his 
$5,000 distributive loss against his $5,000 gain even though they occurred 
in the same month. A further example of the insulating effect of the 
partnership can be found in Shearer v. Burnet,” also involving a partner 
on a calendar year basis and a partnership on a fiscal year basis. In 1924, 
Congress retroactively reduced taxes on 1923 income. The Court held the 
reduction did not apply to any of-the partner’s distributive share of the 
1923-1924 partnership income because, since he was on the calendar year 
basis, it all was 1924 income to him. An interesting further illustration 
of the point will be found in the recent case of Dockendorff v. United 
States,* where the result was favorable to the taxpayer.. A fiscal year 
partnership sold a ship used in its business in October, 1941. A calendar 
year partner was held entitled to treat the gain as capital gain under the 
provisions of section 117(j), added in 1942 for taxable years commencing 
after December 31, 1941. 

It is apparent from the foregoing considérations that the assertion that 
the partnership is not an entity, which the Bureau is so fond of repeating 
and on which so much of its thinking is based,”® is at best an oversimpli- 
fication, and may with some pretension to accuracy be described as a 
half-truth. 

If we turn to the basis section (section 113(a)(13)), we find that the 
partner has a “partnership interest,” with a basis of its own. Section 
113(a)(13) provides as follows: 


(13) Partnerships.—If the property was acquired, after February 28, 1913, 
by a partnership and the basis is not otherwise determined under any other 
paragraph of this subsection, then the basis shall be the same as it would 
be in the hands of the transferor, increased in the amount of gain or decreased 


27 285 U.S. 228 (1932). 

2884 F. Supp. 372 (Ct. Cl. 1949). 

29 See, for example, Sol. Op. 42, 3 Cum. Butt. 61, 62, relied on in G.C.M. 10092, XI-1 
Cum. Butt. 114 (1932) ; G.C.M. 11557, XII-1 Cum. Buty. 128, 132 (1933); G.C.M. 
13771, XIII-2 Cum. Butt. 229, 230 (1934), modified in part, G.C.M. 17255, XV-2 Cum. 
Butt. 243 (1936). 
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in the amount of loss recognized to the transferor upon such transfer under 
the law applicable to the year in which the transfer was made. If the property 
was distributed in kind by a partnership to any partner, the basis of such prop- 
erty in the hands of the partner shall be such part of the basis in his hands of 
his partnership interest as is properly allocable to such property. 


The first sentence of this provision establishes a rule similar to that ap- 
plicable to property acquired by a corporation on its formation from its 
founders. The second sentence suggests that if assets are “distributed in 
kind” by a partnership to a partner no gain or loss occurs, and provides 
that the basis of the partner’s “partnership interest” is divided amongst 
the distributed assets. 

The language used is interesting. The words “distributed in kind” 
might have been inspired by section 115, concerning corporate distribu- 
tions, and are thoroughly inapposite to convey the notion of a person 
getting undivided possession of property he already owned. In such a 
context, then, the reference to “basis” of “partnership interest” is espe- 
cially illuminating. Can it have reference to anything but the partnership 
interest defined in section 26 of the Uniform Partnership Act? It is 
demonstrable that that is precisely what the language refers to. 

The sense of the provision makes this a necessary conclusion. The pro- 
vision assigns to the property “distributed” to the partner in kind a basis 
determined by reference to the basis of his partnership interest. Unless 
we accuse Congress of talking utter nonsense, we cannot conclude that 
the partner is deemed: to have owned the distributed property all along, 
for if he had, the property would have had a basis to him, and this basis 
would have been the same as the basis of his “partnership interest.” *° 
If that were so, Congress would be caught in the act of deriving a substi- 
tuted basis of a property from the basis of that same property. Such a 
nonsensical interpretation cannot be acceptable. Consequently it follows 
that the “partnership interest” under the income tax laws is a thing with 
a basis of its own, and therefore with a status of its own, just as it is 
under the Uniform Partnership Act. 

A study of the birth of this section tends to support this conclusion, 
It was enacted to change the result reached in Edward B. Archbald, 
decided on February 28, 1933,** in which the Board of Tax Appeals, with 
a single dissent, held that the partnership had a stepped-up basis for prop- 
erty contributed by a partner, but that although the contribution of the 


30 On this hypothesis, the “partnership interest” would have been merely his interest 
in the firm assets. 

81 27 B.T.A. 837 (1933). This decision, as well as that in a similar case, was affirmed 
on May 14, 1934, four days after §113(a)(13) became law. Helvering v. Archbald, 
70 F.2d 720 (C.C.A.2d 1934), cert. denied, 293 U.S. 594 (1934) ; Helvering v. Walbridge, 
70 F.2d 683 (C.C.A.2d 1934), cert. denied, 293 U.S. 594 (1934). 
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assets caused them to acquire a new basis, it did not result in taxable 
gain to the partner at the time of making the contribution. This decision 
refused to follow G.C.M. 10092 (XI-1 Cum. Bu t. 114 (1930) ) to the 
extent it was in point. In that ruling, the Bureau’s legal officer held that 
there was no realization of gain when a partner contributed appreciated 
assets to a partnership, because the interest retained by the partner pre- 
vented the transaction’s being a closed one. As a corollary, the ruling 
held that the basis of the property to the partnership was the same as it 
had been to the partner. As a further corollary, the ruling held that on 
distribution of partnership assets in kind in “liquidation” of the partner- 
ship, no gain or loss is realized and the distributed assets take the basis 
of the recipient’s “partnership interest.” ** The ruling is illustrative of 
the difficulty of solving tax questions on the general premise that the 
partnership is not an entity, for while it is based squarely on that premise, 
it is compelled to refer to the basis of the “partnership interest,” the very 
existence of which suggests that that is what the partner owns instead of 
an undivided fee in underlying partnership property, a concept impossible 
to reconcile with the theory that the partnership has no entity status. 

In the Archbald case the Board held that the fact that the partnership 
was not separately taxable did not mean it was to be disregarded in the 
chain of ownership.** In an analytical opinion, it concluded that since 
the partnership was a unit for purposes of computing net income, in the 
absence of a specific provision to the contrary the basis to it of its prop- 
erty was the value when acquired by it. From this the Board reasoned that 
the contributing partner was not taxed on the original increment when the 
property was sold by the firm, since receipts which were not income to 
the firm could not be income to him. The Board also refused to tax him 
in the year when the contribution was made, on the ground he had received 
nothing in exchange which was freely, separately disposable. 

In due course, the Board was affirmed by the Court of Appeals for 
the Second Circuit and the Commissioner’s petition for certiorari was 
denied.** Judge L. Hand’s opinion ** contains the same reasons given by 
the Board though the emphasis is somewhat different and the analysis is 
carried farther. His opinion suggests that the untaxed increment will be 


82 The ruling is one of the most argumentative and discursive Bureau rulings ever 
issued. There is a suggestion in the Board’s Archbald opinion that the Board believed 
the ruling was written to serve as a brief in the cases then arising. 

33 The opinion refused to approach the case on doctrinaire grounds, using the language 
quoted supra note 21. 

34 Supra note 31. 

®5 The opinion is in the Walbridge case, supra note 31, the Archbald case being dis- 
posed of per curiam on the authority of Walbridge. 
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eventually taxed on or after liquidation of the partnership, since the 
basis of the partner’s interest will not be increased to include it. 

Section 113(a) (13) was enacted to overturn the precise result reached 
in these cases, by having the partnership’s basis the same as the contribut- 
ing partner’s had been. The Committee reports,** in an apparent attempt 
to procure a reversal in the Archbald and Walbridge cases, at that time 
undecided by the Court of Appeals, state that the amendment is declara- 
tory of existing law.*’ The reports state the amendment is to make it 
clear that partnerships cannot be used as a medium of tax avoidance in 
the cases of sales of appreciated property. The reports then proceed 
to elaborate on the second sentence in section 113(a) (13) by illustrating 
it with a case where “a partner, A, paid $10,000 for his interest in a 
partnership.” ** 

It is evident from this history that while Congress was dissatisfied 
with the precise result reached in the Walbridge and Archbald cases, and 
saw them as an avenue of tax avoidance, it intended no general overhaul 
of the law to insure approval of what Judge L. Hand called “The Com- 
missioner’s’’ effort to “treat the partnership pluralistically.” ** Instead, it 
accepted the concept that what the partner owned after he contributed 
property to the partnership was a “partnership interest,” which was a 
thing itself, with a basis. 

The foregoing discussion is intended to suggest a premise for the ap- 
proach to those partnership income tax problems which are not controlled 
by a particular section relating to partnerships. There are several cate- 
gories of such problems, all of which must be dealt with by analogies, and, 
since Congress has legislated in the light of the private law of partnerships, 
by concepts derived from that source.*® The , rincipal categories will be 
discussed separately. 


86 H.R. Rep. No. 704, 73d Cong., 2d Sess.; Sen. Rep. No. 558, 73d Cong., 2d Sess. ; 
SEIDMAN, LecIsLATIvE History oF FEDERAL INCOME Tax Laws, 1938-1861, 347, 348. 

87 Other courts followed the Walbridge and Archbald decisions and refused to give 
effect to the statement in the committee reports. Flannery v. United States, 25 F. Supp. 
677 (D. Md. 1938), aff'd, 106 F.2d 315 (C.C.A.4th 1939). 

388 The complete quotation is as follows: 


“Paragraph (13) further provides that if property is distributed in kind by a partner- 
ship to a partner, the basis to the partner shall be a proper proportionate part of the 
cost or other basis to him of his interest in the partnership. An example will make the 
operation of this proposal clear. Suppose that a partner, A, paid $10,000 for his interest 
ina partnership. Suppose that the partnership distributes to the partners property in 
kind representing one half of its assets. Irrespective of the value of this property at the 
time of its distribution, the basis to A of the property distributed to him will be $5,000, 
and he will be taxed on any amount for which he thereafter disposes of the se i! in 
excess of $5,000. The committee believes that this provision embodies merely the cor- 
rect interpretation of the present law but it appears desirable to have an express state- 
ment of the rule in the statute.” 


39 Helvering v. Walbridge, 70 F.2d 683, 685 (C.C.A.2d 1934). 
40 The usual plea for uniformity of application of federal law has relatively little 
force in this area, since 28 states have already adopted the UNIFoRM PARTNERSHIP ACT. 
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BASIS OF PARTNERSHIP PROPERTY WHERE THERE HAs BEEN A 
CHANGE IN INTEREST 


This problem is exemplified by the case of Robert E. Ford.** The 
facts there were that five persons contributed property to a partnership 
in 1932. In 1938, when the partnership assets were worth less than their 
basis, four partners bought the entire interest of the fifth, the agreement 
providing for the uninterrupted continuation of the business by the part- 
nership. Thereafter the partnership sold some of its assets and in com- 
puting their losses the partners used the original basis to the partnership. 
The Bureau adjusted this basis downward on the ground the basis of 
one-third of the firm assets had become equal to the value on the day 
the four partners bought out the fifth. 

The problem did not turn on the interpretation of the language of 
section 113(a) (13), section 183, or any other single section. None of 
them purported to settle the problem. The fundamental issue was there- 
fore presented whether the general theory of the income tax law pertain- 
ing to partnerships is that each partner owns an undivided share of the 
fee in the property, or whether the partnership owns the property and the 
partner owns, as a separate thing, a partnership interest. 

The Bureau presented its usual contention in two forms.** The first 
was that the partnership is not a juristic entity but an association of indi- 
viduals, each of whom owns an undivided interest in each specific asset. 
If this proposition were accepted, it would follow that the four remain- 
ing partners had bought the undivided share of the fifth in specific assets 
at a reduced price, so that the combined bases of the owners of the assets 
would be less after the sale than before. The second form was that the 
withdrawal of one partner dissolved the existing partnership and substi- 
tuted another, so that there was a distribution out of the assets, a pur- 
chase of assets, and a contribution back. Both arguments were rejected. 

The Tax Court held that because under the income tax law the partner- 
ship was a computing unit, its ownership of its assets had to be accepted. 
“The partnership, as such, engaged in no transaction affecting it as a 
computing unit.” ** Therefore the basis of its property should not be 
changed. The Court then disposed of the second argument by pointing 
out that under the Minnesota law adopting the Uniform Partnership Act, 
a partnership is continued in existence undisturbed by changes in interest 
or partners, and that under the generally accepted commercial law the 
result would be the same if the partners so provided, as they had here. 


416 T.C. 499 (1946) Acq., 1946-2 Cum. Butt. 2. 
426 T.C. at 501. 
43 Jd. 
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Although the Tax Court could have drawn support from section 
113(a) (13), it did not do so, As noted, that section distinguishes between 
the basis of partnership assets and the basis of the partner’s partnership 
interest. Since we must reject any suggestion that the statute gives a basis 
to something it elsewhere declares is non-existent, the conclusion may be 
soundly drawn that a sale of a partnership interest is not treated by the tax 
law as a sale of an interest in the specific partnership assets. This approach 
leads to the same result as the Tax Court’s equally sound ground. Be- 
tween them, they appear to leave no avenue open under the existing statute 
to attack the Ford case. Presumably the Commissioner’s acquiescence ** 
indicates that such is also his belief. 

The Ford result can also be sauce for the gander. Illustrative of this is 
Aaron Lowenstein Estate.” There a partner died and the partnership 
agreement provided that death did not dissolve the partnership, which 
should continue for one year thereafter. The partnership assets had a 
value at the time of the death in excess of their basis, and the estate 
argued that its income from the partnership for the year after death 
should be computed on the basis of the higher market value instead of the 
lower figure. After surveying Alabama law and finding that the partner- 
ship agreement was valid under it, the Court decided against the tax- 
payer’s contention on the authority of the Ford case. This case, unlike 
the Ford case, was decided by the full Tax Court. There were no dissents. 


THE CHARACTER OF GAIN OR Loss FROM THE SALE OF A 
PARTNERSHIP INTEREST 


The problem here is whether the gain or loss where a partner sells his 
interest is capital gain or loss. Section 117(a)(1) provides in part that 
“The term ‘capital assets’ means property held by the taxpayer (whether 
or not connected with his trade or business), . . .”’ followed by a num- 
ber of exceptions of which none is applicable if the “property” referred 
to is the partnership interest. If, however, the underlying assets of the 
partnership are the “property” sold, then to the extent they consist of 
inventory and stock in trade they will not be capital assets under either 
section 117(a)(1) or section 117(j). Nothing in section 117 purports 
to answer the problem, so again resort must be had to the general scheme 
of the treatment of partnerships for guidance. 

The problem is fundamentally the same as that settled by the Ford 
case and the Commissioner’s acquiescence therein. The Ford issue and 
that now under discussion are actually nothing but two facets of the same 


44 1946-2 Cum. Butt, 2. 
4512 T.C. No. 90 (1949). 
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fundamental problem. This problem is whether a sale by a partner of his 
interest in the partnership is to be treated taxwise as a sale of that interest 
as a property or as a sale of an undivided interest in specific assets. The 
Ford case held that the sale is of the partnership interest as a property, 
and from this as a premise concluded that the basis of the partnership 
assets was not affected by a transfer of a partnership interest. The result 
was expressed in terms of basis for gain or loss on sale, but would be 
equally applicable to the basis for depreciation.*® 

This premise, when applied to the instant problem, leads to the result 
that the partnership interest can be the “property” within section 
117(a)(1).** The further result is that if held for over six months, it is 
a long-term capital asset since the conclusion is evident at a glance that 
none of the exceptions in that section is applicable. 

Accordingly, the inference would appear justified that the Tax Court, 
and the Commissioner since he acquiesced in the Ford case, would treat 
the gain or loss from the sale of any interest in a partnership held over 
six months as a long-term capital gain or loss. Such inference is thor- 
oughly justified as far as the Tax Court is concerned. It held the gain or 
loss was capital gain or loss in Dudley T. Humphrey,** and it has adhered 
to that view.*® With some early uncertainty, the courts of appeal have 
agreed with this view. The Commissioner, however, though he has urged 
this view successfully where losses were involved, apparently chal- 
lenges it. On June 14, 1949, he filed petitions for certiorari in two cases 
from the Fifth Circuit involving this issue.” 

The appellate courts got off to a strong start in the direction the Com- 
missioner now wants them to go. In Helvering v. Smith ** the Court of 


46 Alpin J. Cameron, 8 B.T.A. 120 (1927) and Cameron v. Comm’r, 56 F.2d 1021 
(C.C.A.3rd 1932), affirming 20 B.T.A. 305 (1930), hold that the basis of partnership 
assets is not changed by the sale of an interest in the partnership. 

47 So many exceptions have been carved out of the definition in §117(a)(1) that 
nothing else comes to mind to give continued meaning to the parenthetical clause in the 
following quotation from that section: “The term ‘capital assets’ means property held 
by the taxpayer (whether or not connected with his trade or business), but does not 
include... .” 

4* 32 B.T.A. 280 (1935), N.A. XIV-2 Cum. Butt. 34 (1935). 

49 A few of its recent decisions to this effect are Allan S. Lehman, 7 T.C. 1088 (1946), 
aff'd, 165 F.2d 383 (C.C.A.2d 1948), cert. denied, 334 U.S. 819 (1948); H. R. Smith, 
10 T.C. 398 (1948), aff'd, 173 F.2d 470 (C.C.A.5th 1949) ; and Aaron Lowenstein Estate, 
supra note 45. 

30 Stilgenbaur v. United States, 115 F.2d 283 (C.C.A.9th 1940) ; McClellan v. Comm’r, 
117 F.2d 988 (C.C.A.2d 1941); and cf. Aaron Lowenstein Estate, supra note 45. 

51 Comm’r v. Smith, 173 F.2d 470 (C.C.A.5th 1949), affirming 10 T.C. 398 (1948) ; 
Comm’r v. Long, 173 F.2d 471 (1949), affirming on this issue a memorandum decision 
of the Tax Court. 

5290 F.2d 590 (C.C.A.2d 1937). 




















1949] STRANGE NATURE OF PARTNERSHIP UNDER INCOME TAX LAW 47 


Appeals for the Second Circuit had before it the Commissioner’s appeal 
from a Board of Tax Appeals decision allowing capital gains treatment 
to the amount paid to a lawyer on his retirement from his law firm. The 
partnership agreement provided that a retiring partner had no interest 
in the physical assets but was entitled to payment of his share of the 
earnings. Mr. Smith received $125,000 for a “sale of partnership in- 
terest,” and in return released his partners from all liability and acknowl- 
edged receipt of his share of the earnings. Judge L. Hand wrote an 
opinion which has much in it that is broad and as much that is limited. 
He rejected the concept of the partnership as an entity owning the income 
against which the partner has merely a cause of action. Then, however, 
he laid goodly emphasis on the fact all the partner was entitled to and 
did receive was his share of earnings for past services, all of which would 
have been ordinary income if paid to him in the ordinary course instead 
of a lump sum. He concluded his opinion by drawing an analogy to the 
treatment of the proceeds of a sale of a declared dividend payable in the 
future.” 

Doyle v. Commissioner ™* next arose, and while it did not properly 
involve the point, because it was a sale of an interest in a particular fee 
after the partnership had been dissolved, the court cited Helvering v. 
Smith respectfully and interpreted it somewhat broadly. 

The next cases that arose involved losses and accordingly the Commis- 
sioner reversed his theory. In Stilgenbaur v. United States,” a partner 
sold out to his remaining partners in a general produce business for a 
$67,485.94 loss, of which only $2,000 was deductible if it was a capital 
loss. Some of the firm assets consisted of stock in trade, which then as 
now was not a capital asset. The Ninth Circuit Court of Appeals con- 
cluded that the taxpayer had sold his co-ownership interest, that this was a 
capital asset, and that the loss was a capital loss.°° A few months later, 
in McClellan v. Commissioner,” the Second Circuit held a retiring part- 
ner’s loss was a capital loss. Although this case has been interpreted by 
the Court which decided it as dealing a death blow to Helvering v. Smith,” 
it might have been more narrowly interpreted, since nothing appears in 


58 In Rhodes’ Estate v. Comm’r, 131 F.2d 50 (C.C.A.6th 1942), this precise problem 
was raised and the seller’s proceeds were held taxable as ordinary income. 

54102 F.2d 86 (C.C.A.4th 1939). 

55 115 F.2d 283 (C.C.A.9th 1940). 

56 It may appear to some that on Judge Denman’s analysis of the problem and facts, the 
decision could as easily have gone the other way. However, the case has attained some 
historical weight as a precedent and has influenced the trend which followed. 

57 117 F.2d 988 (C.C.A.2d 1941). 

58 Williams v. McGowan, 152 F.2d 570, 571 (C.C.A. 2d Rares and see Judge L. Hand 
in Comm’r v. Lehman, infra note 60. 
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the statement of facts in the Court’s opinion to suggest that the underlying 
assets were not themselves capital assets.” 

Since these decisions, a partnership interest has uniformly been held 
to be a capital asset, giving rise to capital gain or loss regardless of the 
character of the underlying assets. The problem has arisen in four courts 
of appeal, all of which have given that answer. 

It is arguable that the result should differ according to whether the 
sale of a partnership interest dissolves the partnership. Certainly if the 
partnership is not dissolved by the sale, the considerations heretofore dis- 
cussed entirely support the conclusion that what is sold is a partnership 
interest, not an undivided interest in the underlying assets, so that the 
entire gain or loss would be capital in nature. Some of the leading cases 
holding the gain or loss to be capital gain or loss are of this variety.” 
The opinions have generally not treated this fact as of great significance, 
and recently the Tax Court squarely faced the issue and decided that 
it was not, at least so long as the partnership was not to be terminated.” 
This view has much good sense to recommend it since it provides a uni- 
form rule, which conforms to substance and which presents a minimum of 
opportunity for the parties to arrange the tax result to please themselves. 

The distinction between dissolution and termination of a partnership 
is a remnant of the old pluralistic concept of the partnership. As a matter 
of tight legal theory there may be many dissolutions of what is really a 
continuing enterprise. Many of these dissolutions pass unnoticed by the 
remaining partners, the employees, and the customers, because there has 
been no liquidation of the partnership or its business.** Moreover, on this 
point there is some difference among the states’ laws, and some states 
provide that any change in partners dissolves the partnership, whereas 





59 The Board of Tax Appeals, which was affirmed, does not suggest that the under- 
lying assets included any stocks and bonds which, to a brokerage firm, would be stock 
in trade. The Board held that the sale was of a partnership interest and the loss was a 
capital loss. 42 B.T.A. 124 (1940). 

Both the Board and the Court cited Munson v. Comm’r, 100 F.2d 363 (C.C.A.2d. 1938). 
That case, however, did not involve the problem being discussed. There one partner 
sold a stock exchange seat and accounted to the other for part of the profit. The gain was 
held to be a capital gain because the seat was a capital asset, not on any theory of the 
nature of a partnership interest. 

60 Comm’r v. Shapiro, 125 F.2d 532 (C.C.A.6th 1942) ; Comm’r y. Gartling, 170 F.2d 
73 (C.C.A.9th 1948); United States v. Landreth, 164 F.2d 340 (C.C.A.5th 1947); 
Comm’r v. Smith, supra note 51; Comm’r v. Lehman, 165 F.2d 383 (C.C.A.2d 1948), 
cert. denied, 334 U.S. 819 (1948). Sce also United States v. Adamson, 161 F.2d 942 
(C.C.A.9th 1947). 

61 For example, Dudley T. Humphrey, supra note 48; Allan S. Lehman, supra note 49; 
and Aaron Lowenstein Estate, supra note 49. 

62H. R. Smith, supra note 49. 

83 This is forcibly illustrated by the facts in Allan S. Lehman, supra note 49. 
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other states allow the parties to control this for themselves.** The un- 
desirability of permitting taxpayers to choose freely between capital gains 
or losses and ordinary gains or losses without having to pay any price in 
terms of substance need not be labored. 

Moreover, absent a liquidation, there is an acceptable theoretical argu- 
ment for treating the gain or loss as capital in either case. Whether the 
sale effects a dissolution or not, the purchaser of an interest does not 
expect to receive any firm assets or withdraw them from the partnership. 
He has merely purchased the right to share in continued profits or losses. 
These rights are all the selling partner has intended to sell. Prior to the 
sale he had only a partnership interest and by his sale, which effected a 
theoretical dissolution, neither he nor his assignee intended to assert 
greater rights to possession of specific assets. For these reasons, the argu- 
ment that the sale was of specific assets has to overlook too many factors 
to be a sound one. 

The uncertainty in this field today is due to the Commissioner’s refusal 
to be either convinced or consistent. If he had not sought certiorari in 
the Smith and Long cases,® and if he would take a position here recon- 
cilable with his acquiescence in the Ford * case, there would be no reason- 
able ground for supposing the law unsettled. It is not easy to see why the 
Supreme Court should be asked to review this problem. Its revenue 
importance is entirely cyclical, for there will be years, as actual experience 
demonstrates,*’ in which tax revenue will increase if losses from these 
sales are subject to capital loss limitations.** Nonetheless, if the petitions 
are granted, the possibility must be recognized in view of the Supreme 
Court’s performance in tax cases during the past three terms, that the 
Commissioner will prevail.®® Aside from its effect in this field, such a 
result will unsettle the law in other respects in which it now should be 
regarded as settled.” 


64 Compare H. R. Smith with Aaron Lowenstein Estate, both supra note 49. 

85 Supra note 51. [Since the above was written, the Supreme Court has denied certiorari 
in both cases.—Ed.] 

66 Supra note 41. 

87 Supra note 50. 

68 It is to be hoped that if the Supreme Court reviews the Smith and Long cases, it 
will remember that when in 1933 and 1934 proposals were made to remove the special 
treatment from capital gains and losses, it was the Treasury which ied the opposition. 
H.R. Rep. No. 704, 73d Cong., 2d Sess. 12 (1934) ; 1939-1 Cum. Butt. (Part 2) 554, 563. 

6® Nothing it has heretofore said or decided will keep the Court from going either 
way. There is some often-quoted language in Bull v. United States, 295 U.S. 247 (1935), 
which has some tendency to support the capital asset theory, but it was used in connec- 
tion with a distinguishable problem, The slight inference in Neuberger v. Comm’r, 311 
U.S. 83 (1940), in favor of the Commissioner’s pluralistic theory, has lost force since 
Comm’r v. Lamont, supra note 22, in which the opposite result was reached in the face 
of the pluralistic theory. 

70 The Ford case, supra note 41, will have to be reexamined. So will the holding period 
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Tue Ho.pinc PEeriIop oF PARTNERSHIP INTERESTS 


This problem presents basically the same issue as the two preceding, 
namely, whether the partner’s property in the partnership is the partner- 
ship interest or an undivided interest in the basic assets. The majority 
view has, consistently with the conclusions reached in the previous prob- 
lems, been that what the partner owns is the partnership interest. 

The Court of Claims was the first to consider the problem, in City 
Bank Farmers Trust Co. v. United States."’ A partnership interest in a 
large stock brokerage firm was inherited in 1932 and sold by the heir in 
1936. The taxpayer contended that he had sold a partnership interest 
held by him for four years before sale, with the result that only 60 per cent 
of his capital gain was taken into account. The Commissioner agreed 
that his gain was capital gain but contended that two-thirds of it was 
short-term since that percentage of the partnership assets had been held 
less than a year. Basing its decision squarely on the pluralistic concept 
of the partnership, and citing as authority the Second Circuit Court of 
Appeals decision in Helvering v. Smith,” the Court agreed with the 
Commissioner. 

The problem next arose in Thornley v. Commissioner,"* where a large 
advertising partnership incorporated and it became necessary on a later 
sale of its stock to determine whether the holding period began when 
the partner had acquired his partnership interest or when the partnership 
had acquired the various assets it owned at the time of incorporation. The 
Tax Court thought the partnership had been dissolved and its assets dis- 
tributed before the incorporation and thus agreed with neither contention. 
The Court of Appeals, however, reversed and adopted the taxpayer’s con- 
tention, holding that the period the partnership interest was held should 
be tacked on to the period the stock was held. It regarded its prior decision 
in Kessler v. United States ** as controlling, and expressly refused to 
follow the Court of Claims decision in the City Bank Farmers case. 

The latest presentation of the problem was in the Allan S. Lehman 
case.”” As in the City Bank Farmers case, the issue was whether, when a 
partnership interest in a large stock brokerage firm was sold, its holding 
period should be computed from the date the partnership interest was first 


problem hereafter discussed which, on the basis of Comm'r v. Allan S. Lehman, supra 
note 60, and Thornley v. Comm’r, 147 F.2d 416 (C.C.A.3rd 1945), had been thought 
settled. 

7147 F. Supp. 98 (Ct. Cl. 1942). 

72 Supra note 52. 

73147 F.2d 416 (C.C.A.3rd 1945), reversing 2 T.C. 220 (1943). 
74124 F.2d 152 (C.C.A.3rd 1941). 
75 Supra notes 49 and 60. 
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acquired or from the various dates the partnership acquired the assets 
it owned at the time of the sale. Citing the Humphrey, Shapiro, and Ford 
cases,”° the Tax Court held the partnership interest was what was sold, it 
had its own holding period, and this began when the partner was admitted 
to the firm. The Second Circuit Court of Appeals, per Judge L. Hand, 
affirmed. Both Courts noted that the City Bank Farmers case was to the 
contrary and both expressly refused to follow it. The Commissioner 
petitioned for certiorari, presumably because of the substantial conflict 
with the City Bank Farmers case, but certiorari was denied.” 

The more recent decision of a different panel of judges of the same 
Court of Appeals in Commissioner v. Whitney“ has the appearance of 
inconsistency with the Lehman case, and of even greater inconsistency 
with their Lamont decision.” The Ihitney decision held that section 
24(b)(1)(B) disallowed deduction of losses realized by the transfer of 
partnership assets to a corporation formed to succeed the partnership and 
controlled by the former partners. The opinion expressed respect for 
Judge L. Hand and the Lehman decision but refused to apply any analogies 
based on it to the facts before the Court. The reason assigned for this 
refusal was that in the area of tax law before it Congress had acted to 
correct a specific abuse, i.e., the deduction of losses which were for practical 
purposes not yet realized, and the Court could see no substantial difference 
between a transfer by an individual where he was a partner and a transfer 
where he was not. The Court concluded that the partnership had not yet 
become sufficient of a legal entity to compel the Court to allow the loss. 
It is evident that the apparent inconsistency between the Whitney and 
Lehman cases is superficial only, for recognition of the partnership interest 
as a distinct asset was not urged nor would it have been particularly help- 
ful. If the Court had held that a partnership interest had been trans- 
ferred, any overall loss would still have been non-deductible under section 
24(b)(1)(B), although the effect of such a doctrine would probably 
have been to disallow recognition of capital gains as well as capital losses, 
a result the Whitney case did not actually reach. Accordingly, the Whitney 
decision is not a distinct brake on the trend heretofore discussed. 


76 Supra notes 48, 60, and 41, respectively. 

77 334 U.S. 819 (1948). Conceivably the denial of certiorari was because the Commis- 
sioner was in the logically inconsistent position of admitting that what was sold was the 
partnership interest and was a capital asset, but of denying that it was capable of having 
a holding period of its own. This same inconsistency, it may be noted, did not pre- 
vent the Court of Claims from deciding the City Bank Farmers case for the Government. 

78 169 F.2d 562 (C.C.A.2d 1948), cert. denied, 335 U.S. 892. 

79 Supra note 22. 
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THE TAXABILITY OF PARTNERSHIP INCOME IN THE YEAR WHEN A 
PARTNERSHIP INTEREST IS TRANSFERRED 


Treated as a single problem, this situation has a definite kinship with 
those previously discussed. It has two aspects: (1) when a partner dies 
in the course of the accounting period and under the agreement this does 
not terminate the partnership, how is the income taxable; (2) when a 
partnership interest is sold in the course of the partnership’s accounting 
period without dissolving the firm, how is the income taxed between seller 
and purchaser of the interest ? 

These problems are not presented if the partnership is dissolved by or 
at the time of the critical event. Dissolution closes the partnership’s taxable 
year and causes the partners’ various shares of the income to become 
distributive and taxable.*° Normally, however, the partnership income 
is not taxable to the partners until, by virtue of the termination of the 
accounting period either by dissolution or lapse of twelve months, it 
becomes distributive. The question is whether the assignment or shift of 
ownership of an interest in the partnership also makes the income dis- 
tributive as to one or more members, even though the partnership is not 
dissolved. 

The death of a partner generally dissolves the partnership. This is the 
rule of the Uniform Partnership Act * and is probably the prevailing rule 
in the majority of the states. Some states, however, permit the partners by 
agreement to avoid dissolution at the time of the death of a member. The 
Tax Court recently concluded that this was permissible under Ala- 
bama law and concluded that the estate of the deceased partner could not 
compute its distributive income on the theory there had been a dissolution 
with a distribution of assets, with a resulting change of basis for the 
assets and a contribution back.** This decision was reviewed by the entire 
Court without dissent. If the Court abides by its reasonable implications, 
the Court will also hold that the partnership accounting period is not 
terminated by the partner’s death, so that income then becomes distributive. 
The Tax Court has already taken this position as to the surviving partners 
even when the partnership is technically dissolved, so long as it is not 
terminated.** 

The Tax Court’s conclusion on the point last mentioned has a solid 
foundation in the Supreme Court’s decision in Heiner v. Mellon.** There 
a partner had died and the two remaining partners continued to operate 


80 Guaranty Trust Co. v. Comm’r, 303 U.S. 493 (1938). 

81 §31. 

82 Aaron Lowenstein Estate, supra notes 49, 50, 61, and 64. 

88 Mary D. Walsh, 7 T.C. 205 (1946) Acq., 1946-2 Cum. Butt. 5. 
84 304 U.S. 271 (1938) (opinion by Justice Brandeis). 
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the business for several years while in the process of liquidating it. They 
argued that they ceased to be partners on the death of the third partner 
and became, under local law, trustees in liquidation. This argument was 
rejected on the ground that a partnership, although dissolved by the death 
of one member, is not terminated until its affairs are wound up, and the 
remaining members therefore continued to be partners in a partnership 
for federal income tax purposes even though under local law their relation- 
ship to the estate of the deceased partner made them trustees. Since the 
surviving partners continued to be treated as partners by virtue of their 
prior agreement and not by any agreement after the death of the third 
partner, the conclusion is fairly justified that at least as to the surviving 
partners the partnership is a continuing thing for tax purposes until it is 
terminated, and therefore what Justice Brandeis referred to as its “tech- 
nical dissolution” *° does not close its taxable period at least as to the sur- 
viving partners. 

Any conclusion that the same result can be applicable to the deceased 
partner as well must reckon with Guaranty Trust Co. v. Commissioner,** 
decided less than two months before Heiner v. Mellon. That case also 
involved a partnership which was “technically dissolved” but not termi- 
nated at the death of a member, and his share of the partnership income 
for the portion of the accounting period up to the date of his death was 
held taxable as of the date of his death. Some emphasis was laid on the 
fact that his death dissolved the partnership both under state law and in 
practical operation, and, unlike the Mellon case, the fact was that neither 
he nor his estate had any interest in the profits arising after his death. The 
Tax Court has suggested the possibility that the repeal of the accrual at 
death rule formerly in section 41 would alter the rule today.’ Certainly 
it might where the deceased partner’s interest in the profits and losses 
continues for a period after his death, and this conclusion is strengthened 
by the fact that in the Guaranty Trust case some emphasis was laid on the 
accrual of the decedent’s distributive share by his death.** 

It appears, therefore, that unless there is a technical dissolution, the 
death of a partner will not terminate the accounting period as of his death, 
as to him or the survivors. The serious possibility exists that if the part- 
nership is technically dissolved but not terminated by the death, and if the 
decedent’s interest in the partnership and its profits and losses continues 
for a period after his deatl., none of the income becomes distributive to the 
decedent as of the date of his death and the accounting period is not then 


85 Jd. at 278. 

86 Supra note 80. 

87 Mary D. Walsh, 7 T.C. 205, 208 (1946). 
88 303 U.S. 493, 499-501 (1938). 
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closed.** It is evident that the establishment of either rule tends to add 
meaning to the existence of the partnership interest as a thing insulating 
the partners from direct ownership of the assets. 

The second facet of this problem is presented when a sale of a partner- 
ship interest occurs in the course of the partnership’s accounting period 
and the sale, either by virtue of the Uniform Partnership Act °° or of the 
partnership agreement, does not dissolve the partnership. In these circum- 
stances there is nothing to close the partnership’s accounting period and the 
income is not distributive. This does not, however, necessarily state the 
solution to the problem. 

The problem and its dimensions can best be understood if illustrated 
by a supposititious example. Let us assume a partnership on the calendar 
year basis and in July 1949 P, a partner, with a 25 per cent interest, re- 
ceived an attractive offer for his interest. The firm’s assets, consisting of 
both fixed assets and stock in trade, had appreciated in value and in addi- 
tion the firm had earnings of $60,000 for the first six months of the year. 
The purchaser is confident that those profits will not be lost in the last 
six months and accordingly figures that P’s interest is worth $200,000, 
computed as follows: interest in fixed assets—$140,000; interest in in- 
ventory—$45,000; interest in current profits—$15,000. This figure 
would represent a profit to P of $60,000. Query, is it all capital gain, or 
must the $15,000 representing the interest in current profits be treated as 
ordinary income? 

Two things are immediately obvious: (1) the situation is precisely the 
same as if P had held a 25 per cent interest in a corporation, in which case 
P’s entire gain unquestionably would be capital gain; (2) if the entire 
gain is capital gain P has a tax incentive to sell instead of dissolve, since 
in the event of dissolution the current income would become distributive 
and be taxable as ordinary income. Not so obvious but just as real, is the 
tax disadvantage to the purchaser if P’s entire gain is capital gain, and 
the fact that the overall effect of the two choices on the revenue is prob- 
ably a standoff. Thus, if P has sold merely a partnership interest and not 
an interest in underlying assets, his entire gain is capital gain. However, 
what P has sold is what the purchaser has bought, and when the calendar 
year ends the purchaser is taxable on 25 per cent of the partnership net 


89 The point becomes significant in the cases of fiscal year partnerships where there 
are changes in rates. It is also significant where there are partnership capital gains before 
a partner’s death and partnership capital losses after his death, but within a single 
normal partnership accounting period. It may also be significant where there was a net 
profit before his death and a net loss after his death, if net loss carry-backs are further 
restricted by legislation or construction. Cf. Joseph L. Merrill, 9 T.C. 291 (1947); 
Gorman Lumber Sales Co., 12 T.C. No. 160 (1949); Wier Long Leaf Lumber Co., 
9 T.C. 990 (1947), modified, 173 F.2d 549 (C.C.A.5th 1949). 

90 §27. 
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income for the year, including some of the income he has just, so to speak, 
purchased.” The result is two taxes on this income, a capital gains tax 
to P and an ordinary income tax to the purchaser. Other circumstances, 
such as the extent of P’s outside income and also of the purchaser’s, will 
sometimes result in an overall loss to the revenue, but obviously in many 
cases the revenue will benefit from obtaining the two taxes on the same 
income, instead of but one.” 

It would appear, then, that the circumstances permit the approach to this 
problem free of the protective concern for the revenue which impelled 
such decisions as Lucas v. Earl,*"* Helvering v. Clifford,” and Helvering v. 
Horst.** It seems evident that unless these cases exert some influence on 
the problem, there is no difference between the gain influenced by the 
inventory and that influenced by the current profits. In other words, if the 
partner has sold a partnership interest instead of an undivided interest 
in inventory, why has he not also sold a partnership interest instead of 
undivided interest in current profits? It is evident that the distinction 
between the two, if there is any, must be founded on the Horst doctrine ** 
and not on the income tax concept of the partnership. 

An extended discussion of the impact of the Horst doctrine on this 
particular problem is beyond the scope of this article. It is evident that 
there may be no one answer susceptible of application to all cases. The 
reality of the possibility that a later loss may wipe out an earlier profit 
may be a relevant factor, so that one result might be reached where a sale 
occurred in the eleventh month of an accounting period and an entirely 
different result where the sale was in the fifth month. Also, the result 
might be different in a personal service partnership than in a mercantile 
partnership. The result also might vary according to whether the sale is 
to a relative or to a stranger. 

The author has not located any reported decision which directly involved 
the point. If it was involved in any of the capital gain decisions, it was 
not isolated and discussed as a separate point. However, in Louis Karsch,” 
a single judge decision of the Tax Court, an opinion was vigorously ex- 


91 This has been the case in the purchase and sale of corporate stock since the 1921 
decision in United States v. Phellis, 257 U.S. 156 (1921), and there is no reason in 
logic for a different rule here if one accepts as a premise that there has been a purchase 
and sale of a partnership interest in the course of the partnership accounting period. 

92 It is equally possible that the effect of this treatment would be to diminish P’s capital 
loss. Here, too, the result to the revenue will frequently and perhaps typically be a 
standoff. 

93 281 U.S. 111 (1930). 

94 309 U.S. 331 (1940). 

95 311 U.S. 112 (1940). 

96 Compare Rhodes Estate v. Comm’r, supra note 53. 

978 T.C. 1327 (1947). 
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pressed on the point even though it was not involved. In that case a part- 
nership was formed to last three years. On expiration of that term, two 
of the partners announced their wish to buy out the third and negotiations 
to that end ensued. Pending agreement, the three men operated what they 
termed a “partnership at will” for six months, when the terms and arrange- 
ments for the sale were completed. Both partnerships were then dissolved, 
liquidated and terminated, and the seller was paid a sum for his interest. 
He contended that he had no distributive income taxable as such, and that 
his entire gain was capital gain. Judge Opper held his distributive share 
of the income for the period terminated by the sale was taxable to him as 
ordinary income, and indicated he would hold the same way even where 
the sale did not dissolve the partnership. However, the discussion was 
somewhat superficial, and the authorities cited were not so controlling as 
the judge appeared to believe.** Accordingly, it is likely that the Karsch 
case is not the final w ‘rd on the point. 
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CONCLUSION 


While the matter is still in a state of flux, a pronounced trend can be 
observed to treat the partnership for income tax purposes as it is treated 
at private law, namely, as a quasi-entity. There is statutory support for 
this treatment, and it is finding application in an increasing variety of 
problems. If it is wrong, complete eradication will be difficult and require 
several operations. Furthermore, approval of a result which will cause 
the basis of partnership assets to change each time there is a shift in a 
partnership interest, with a resultant change in allowable depreciation, will 
inject chaos into this small area of the tax field and create a real adminis- 
trative problem. In that event, Congressional intervention to restore the 
rule which now is taking shape might well be the consequence. 

The present nature of the partnership under the income tax law is 
strange, but not more strange than it is in commercial law, and not greatly 
different either. So long as the law in general application stops short of 
complete acceptance of the partnership as a separate entity, this strange- 
ness and its attendant difficulties will endure. The Anglo-American law 
has gone as far in this direction as it has grudgingly and because necessi- 
ties forced it to, and it is futile to plan an income tax scheme for partner- 
ships short of complete entity status which will not involve contradictions 
and difficulties. The courts are, it is believed, doing a commendable job 
so far with the statute in the shape it is in, even though their efforts cannot 
be summarized by a description more precise than that already given, i-e., 
that the partnership is a quasi-entity. 


8 The judge’s construction of Helvering v. Smith, supra note 52, is quite different from 
that placed on it by another judge in James W. McAfee, 9 T.C. 720 (1947). 








Tax Court Procedure: Some Current 
Problems 


LAURENCE F. CASEY 


1. is a familiar incident of Tax Court practice to find the Commissioner 
or the taxpayer raising, either on brief, in the computation proceeding, 
or in a motion to vacate the decision, an issue which was either not pleaded 
or not presented in the hearing before the Court. More often than other- 
wise, the Tax Court summarily denies consideration of such question as 
not properly pleaded under the requirements of Rule 7, or as not timely 
raised, and thus, contrary to Rule 17 or Rule 19, or as representing 
a “new issue” beyond the scope of a computation proceeding under 
Rule 50 of the Rules of Practice.* 

Since the organization of the Board of Tax Appeals, the revenue stat- 
utes have authorized the Board, and its successor, to conduct its proceed- 
ings “in accordance with such rules of practice and procedure, other 
than rules of evidence as the [Tax Court] may prescribe... .”? And 
rules so adopted by the Board have been construed to have the force 
and effect of law.* Consequently, the circuit courts have freely conceded 
that dispositions of motions to amend pleadings in order to raise new 
issues, or of requests for rehearing, are within the sound discretion of 
the Tax Court and are not to be disturbed unless shown to involve an 
abuse of discretion.‘ The existence of such limited restraint on the 
Tax Court’s discretion in these matters is a natural corollary of the 
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1 Cf. C. D. Johnson Lumber Corp., 12 T.C. 348, 362 (1949) ; Wentworth Manufactur- 
ing Co., 6 T.C. 1201, 1208 (1943) ; Samuel J. Rissman, 6 T.C. 1105, 1117, 1118 (1946) ; 
M. C. Parrish & Co., 3 T.C. 119, 129 (1944) ; John Gerber Co., 44 B.T.A. 26 (1941). 

2T.R.C. §1111. 

3 Bankers Pocahontas Coal Co. v. Burnet, 287 U.S. 308 (1933) ; Goldsmith v. United 
States Board of Tax Appeals, 270 U.S. 117 (1926). 

4Comm’r v. The Texas-Empire Pipe Line Co., 49-2 USTC {9335 (C.C.A.10th July 5, 
1949) ; Home Furniture Co. v. Comm’r, 168 F.2d 312 (C.C.A.4th 1948) ; Chiquita Min- 
ing Co. v. Comm’r, 148 F.2d 306 (C.C.A.9th 1945) ; Comm’r v. Sussman, 102 F.2d 919 
(C.C.A.2d 1939) ; Comm’r v. Kerbaugh, 74 F.2d 749 (C.C.A.1st 1935). 
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jurisdiction prescribed for the courts of appeals, viz., to modify or reverse 
decisions of the Tax Court if “not in accordance with law.” ° 

Two recent decisions, Commissioner v. Erie Forge Co.* and Simon v. 
Commissioner," illustrate the conflicts which inevitably have emerged from 
the varied patterns of procedural disputes which have been appealed by 
an aggrieved Commissioner or a complaining taxpayer. This article is 
primarily a discussion of the procedural problems reflected by these deci- 
sions—problems which are latent in every case which is tried to decision 
in the Tax Court. 


Rute 50 v. I.R.C. §272(e) 


In the Erie Forge case the Court of Appeals for the Third Circuit 
rejected the Commissioner’s contention that under section 272(e)* he 
was entitled, as a matter of law, to claim an increased deficiency at 
any time prior to the date upon which the Tax Court’s decision became 
final, and that for such purpose a motion to amend his answer to include 
such claim was always timely, if filed before final decision of the Tax 
Court. 

The essential facts were that, owing to the delinquent filing of excess 
profits tax returns due from the company under the Vinson Act,° the 
Commissioner had assessed penalties aggregating $68,517, based on the 
liabilities totaling $307,321.19 disclosed by the returns. Subsequently, 
in a statutory notice the Commissioner asserted deficiencies in such taxes 
for the years in question, totaling $69,613.64, and penalties of $17,245.22. 
In its petition the taxpayer challenged not only the penalties respecting 
the deficiency, but alleged that the penalties asserted in respect of the 
reported liabilities were erroneously assessed and “were in controversy.” *° 
In his answer the Commissioner denied that the “assessed” penalties were 
in controversy; and at the hearing, in answer to the Judge’s query as to 


5 §1141(c)(1). The Supreme Court has sanctioned such controls by the reviewing 
courts. Hormel v. Helvering, 312 U.S. 552, 557 (1941). 

6167 F.2d 71 (C.C.A.3rd 1948). 

749-2 USTC 9324 (C.C.A.2d June 27, 1949). 

8 Section 272(e) provides: 

“The Board shall have jurisdiction to redetermine the correct amount of the deficiency 
even if the amount so redetermined is greater than the amount of the deficiency, notice 
of which has been mailed to the taxpayer, and to determine whether any penalty, addi- 
tional amount or addition to the tax should be assessed—if claim therefor ts asserted by 
the Commissioner at or before the hearing or a rehearing.” (italics supplied) 

® Act of March 27, 1934, c. 95, 48 Stat. 505; see I.R.C. §§650, 651. 

10 Perhaps this was excessive caution on the taxpayer’s part, since the enforcement 
of such penalties could have been enjoined, notwithstanding §3653, because of the Com- 
missioner’s failure to send a statutory notice as required by §272(a)(1). The latter sec- 
tion, it seems clear, was controlling, since §291(a) (applicable by virtue of §§650-551) 
provides that penalties are collectible “. .. in the same manner ‘and as a part of the 
tax. ...” (italics supplied) 
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whether the Commissioner admitted such controversy, Government coun- 
sel stated that whether such penalties were properly assessed was a 
question of fact upon which the Commissioner called for proof by the 
taxpayer. The taxpayer thereupon proved merely the receipt of a notice 
and demand for the assessed penalties, and receipt of a Revenue Agent’s 
report asserting such penalties. 

Following the conclusion of the testimony and the filing of the tax- 
payer’s brief, the Commissioner, “on further consideration” and citing 
section 272(e), moved for leave to amend his answer to claim the assessed 
penalties which had been omitted from the statutory notice; and stated 
in such motion that the proposed amendment would conform to the proof 
received, and that no further proof was required. This motion was 
denied by the Tax Court. The Tax Court went on to sustain the deficien- 
cies and the penalties asserted in the statutory notice; and thereby deter- 
mined, in efiect, that the delinquent filing of the returns was due not to 
reasonable cause but to willful neglect. However, the Tax Court de- 
clined to consider the assessed penalties because the issue 


has not been properly raised as required by the statute and rules of this 
Court, and further, because the facts upon which to base a decision of such 
an issue are not properly presented.”* 


Subsequent motions by the Commissioner to vacate the Tax Court’s deci- 
sion and for a rehearing were likewise denied. The Commissioner then 
petitioned for review of the action of the Tax Court and for remand with 
directions to allow his claim for an increased deficiency in the amount of 
the assessed penalties. 

In the Court of Appeals the Commissioner asserted (1) that the Tax 
Court had unreasonably and unfairly abused its discretion, and (2) that 
in any event, he had an absolute right, under section 272(e), to assert 
an increased deficiency at any time before final decision. He argued 
that the “hearing” referred to in the statute included the entire pro- 
ceeding down to the rendering of a final decision by the Tax Court. 
Of course, the result of this contention, if sustained, would be, as the 
Third Circuit readily understood, to abrogate, in effect, Tax Court Rule 
17 ** with respect to amendments of pleadings, Rule 19 ** in so far as it 


114 TCM 1127, 1129 (1945). 

12 Rule 17 provides in part as follows: 

“Upon motion made, the Court may, in its discretion, at any time before the conclu- 
sion of the hearing, permit a party to a proceeding to amend the pleadings in stated 
particulars to conform to the proof.” (italics supplied) 

For an application of this Rule, see A. Augustus Low, 3 TCM 859, 865 (1944), aff’d on 
other issues, 154 F.2d 261 (C.C.A.2d 1946). 
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relates to motions for rehearing, and Rule 50 ** banning consideration of 
“new issues” in computation proceedings. 

In support of his contention the Commissioner relied upon the decisions 
in Helvering v. Edison Securities Co.,° Commissioner v. Ray,'® and 
International Banding Machine Co. v. Commissioner." 

In the Edison Securities Co. case the Fourth Circuit held that the Board 
erred in denying the Commissioner’s motion for rehearing in order to 
claim an increased deficiency. The motion was filed because the Board’s 
decision was based on a new theory, contrary to the position agreed upon 
by the parties. The Court of Appeals stated flatly that “ ‘hearing’ ex- 
tends to and includes decision,”’ but went on to state that the Board is not 
required to consider claims not made seasonably and in accordance with 
its rules, e.g., Rule 50. 

In the Ray case, the Seventh Circuit held that the “hearing” is not 
“complete until these computations [under Rule 50] have been made 
and approved by the Board.” ** 

In International Banding Machine Co. v. Commissioner the Second 
Circuit reversed the Board’s denial of the taxpayer’s motion to amend 
its petition to conform to the proof. The motion, presented with the 
taxpayer’s brief, was held by the Board to be untimely because not filed 
before the “conclusion of the hearing” as provided in Rule 17. The Cir- 
cuit Court held squarely that the “hearing” ordinarily continues until the 
decision, and in any event, includes the argument which, in the Board, 
is conducted by briefs, so that the motion was timely. 

In the Erie Forge case the Third Circuit prefaced its analysis of the 


18 Rule 19 provides: 


“(e) No motion for rehearing, further hearing, or reconsideration may, except by spe- 
cial leave, be filed more than 30 days after the opinion has been served; and no motion 
to vacate or revise a decision may, except by special leave, be filed more than 30 days 
after the decision has been entered.” (italics supplied) 

14 Rule 50 provides in part: 

“Any argument under this Rule will be confined strictly to the consideration of the 
correct computation of the deficiency or overpayment resulting from the report already 
made, and no argument will be heard upon or consideration given to the issues or mat- 
ters already disposed of by such report or of any new issues. This Rule is not to be 
regarded as affording an opportunity for rehearing or reconsideration.” 

1578 F.2d 85, 91 (C.C.A.4th 1938). 

16 88 F.2d 891 (C.C.A.7th 1937), cert. denied, 301 U.S. 711 (1937). 

17 37 F.2d 660 (C.C.A.2d 1930). 

18 The issue there was the taxability of a note in the amount of $25,000, received in 
1926 and included in 1926 income, in the determination of a deficiency for that year. The 
note was paid in 1928 by transfer of realty worth $70,000, and the Commissioner deter- 
mined a 1928 deficiency by including the excess of $45,000 in 1928 income. The deficiencies 
respecting both years were tried together. In its opinion the Board held that, being on the 
cash basis, the taxpayer realized no income in 1926 upon receipt of the note; and the 
Commissioner petitioned for rehearing in order to claim an increased deficiency for 1928. 
The Circuit Court held that the Commissioner was not asserting a new or different claim. 
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foregoing decisions by stating that regardless of the scope of the “hearing” 
contemplated by the statute, 


the question is, in the last analysis, whether under the circumstances, the 
Tax Court abused its discretion in denying the amendment,’® 


and that 


. . . the only relevance of the scope of the hearing would be by way of 
measuring whether discretion had been abused. Since we have concluded 
that the Tax Court did not abuse its discretion in denying the motion to 
amend, it is not necessary, in this case to define the limitations of the 
‘hearing.’ 7° 


The Court then undertook to show that the decisions just discussed did 
not control the question presented in the Erie Forge case because, said the 
Court, (1) in the Edison Securities case, the question “was not before the 
Court as to whether the Board had abused its discretion . . . but rather 
the question whether it had any power to allow the rehearing, even if it 
wanted to’; (2) in the Ray case “no new or different issue was raised 
by the proposed amendment”’ and the “Board itself had created a situation 
which it refused to recognize in computing the deficiency”; (3) Jnter- 
national Banding Machine Co. v. Commissioner was concerned with the 
term “conclusion of the hearing” in what is now Rule 17, and the Court 
there “held the amendment was offered within the time allowed by the 
Board.” 

Notwithstanding the direct application of the three cited decisions to 
the question before it, the Third Circuit chose to follow its own deci- 
sions in Commissioner v. Fifth Avenue Bank of New York,” in which 
it was suggested that “hearing” does not extend to Rule 50 proceedings ; 
and Morrisdale Coal Co. v. Commissioner,” in which, said the Court, it 
was held 


that a new issue not included in the original proceedings could not be intro- 
duced for the first time in a computation proceeding ; that it was not a matter 
of discretion of the Board but was forbidden by law. 


In the Erie Forge case the Commissioner petitioned for rehearing, 
which was denied; and his resentment at the result there is easily under- 
stood. As pointed out in his petition to the Circuit Court, section 272(e) 
is primarily intended to protect taxpayers from surprise claims, whereas 
in the Erie Forge case there was no element of surprise ; the taxpayer had 


19 167 F.2d 71, 76 (C.C.A.3rd_ 1948). 
20 Td. 

2184 F.2d 787 (C.C.A.3rd 1936). 
2297 F.2d 272, 288 (C.C.A.3rd 1938). 
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directed its proof in the Tax Court not only to the deficiency penalties 
but also to the assessed penalties and such proof showed that the penal- 
ties were owing, i.e., that the delinquent filing was not due to reasonable 
cause.”* 

But aside from whether the Tax Court properly exercised its discre- 
tion in the Erie Forge case, the legislative history of section 272(e) fur- 
nishes a complete answer to the Commissioner’s assertion of a privilege 
to claim an increased deficiency at any time up to final decision. That 
history, which apparently was overlooked by both the Commissioner and 
the Court, seems to compel the conclusion that claims for increased defi- 
ciencies are to be entertained only if timely under the rules prescribed 
by the Tax Court by virtue of section 1111 of the Code. It is stated 
in the Report of the Conference Committee with respect to the bill which 
became the Revenue Act of 1926: ** 





. . . Subdivision (e). Under the House bill the board is authorized to deter- 
mine that the deficiency is greater than that contained in the deficiency letter, 
whether or not claim to that effect is asserted by the commissioner at or 
before the hearing. The Senate amendment gives this authority to the 
board only if claim therefor is asserted by the commissioner at or before 
the hearing or a rehearing. The House agrees to this amendment. The House 
bill also contains a clause providing that the board shall by rules prescribe 
under what conditions and at what times the commissioner may assert a 
greater deficiency than that contained in the deficiency letter. The Senate 
amendment strikes out this clause as surplusage (the board having this right 
under its general powers to prescribe rules), and the House agrees to this 
amendment. (italics supplied) / 


In any event, it seems that the Court reached a desirable result. For 
the Commissioner could not be sustained without acceptance of the 
yremise that under section 272(e) a claim for an increased deficienc 
I y 
is always timely if made before final decision. If the statute is to be so 
construed, then Rules 17 and 50 are nullities, or, worse, are applicable 
only against the taxpayer. The consequence would be that cases fully 
and fairly tried would be subject to retrial at the whim of the Commis- 
sioner at any time before final decision. It is questionable whether the 
Tax Court could properly discharge its heavy burdens under such 
conditions. 

23 The Commissioner's indecision which led him to omit the assessed penalties from the 
statutory notice arose from a belief that the penalties were not a “deficiency” but were 
an “addition to the tax,” and under §291(a) were to be collected “as a part of the 
tax.” The subsequent abandonment of such position was an admission that the penalties 
fitted literally the definition of “deficiency” in §271(a) (1), and consequently, came under 


the requirements of §272. 
24 H.R. Rep. No. 356, 69th Cong., Ist Sess., 1939-1 Cum, Butt. 361, 369. 
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Although there was no application for certiorari in the Erie Forge 
case, it appears likely that, in the absence of a clear-cut definition by the 
Supreme Court of the “hearing” contemplated in section 272(e), the 
Commissioner will continue to litigate claims for increased deficiencies 
by asserting them in motions to conform to the proof, or in the com- 
putation proceeding.*» The Tax Court might expedite a definitive con- 
struction of the statute by an amendment of its Rule 17 to provide cate- 
gorically that unless the Court, in its discretion, otherwise determines, 
amendments of an answer to claim an increased deficiency will not be 
granted unless offered prior to the conclusion of the testimony or the 
closing of the record. Such a rule would not foreclose consideration of 
claims for additional deficiencies where the newly raised issue is “purely 
one of law requiring no new or amplified factual determination,” ** e.g., 
where the claim is based upon an intervening decision of the Supreme 
Court respecting a construction of the statute not theretofore considered 
by the Tax Court. 


Post-Dects1ion Motions AND §1140 


It is an established principle of federal procedure that the timely filing 
of a motion to vacate or revise a decision operates to extend the running 
of the period for appeal therefrom.” 

One would expect that after the twenty-five years of the Tax Court’s 
existence, the circuit-courts would be in agreement respecting the applica- 
tion of this elementary proposition to Tax Court decisions. In fact, a 
clear conflict has developed, and the effect thereof may be to defeat the 
detailed provisions of section 1140 of the Code respecting the various 
dates upon which Tax Court decisions become final, following which defi- 
ciencies may be assessed or overpayments refunded.** The disagreement 


25 For rather extreme examples of the employment of such procedures, see James 
Fowler, 40 B.T.A. 1293 (1939) ; Warner G. Baird, 43 B.T.A. 415 (1941). 

26 See Comm’r v. Wells, 132 F.2d 405, 408 (C.C.A.6th 1942), reversing the Board’s 
denial of the Commissioner’s motion for reconsideration. The issue tried related to 
the number of gift tax exclusions allowable on account of a transfer in trust for several 
beneficiaries. Eight days before the Board rendered its opinion, the Supreme Court, 
in other cases, ruled in favor of the taxpayer’s contention, but also held that if the 
gifts were of future interests no exclusions were allowable. Within 30 days the Com- 
missioner moved for reconsideration, claiming that the gifts were of future interests; 
and this motion was denied. Reversing the Board, the Circuit Court held that it was 
error to disregard the Supreme Court decision, especially since reconsideration of the 
original opinion would not have involved introduction of additional evidence. 

27 Leishman v. Associated Wholesale Electric Co., 318 U.S. 203, 205 (1943) ; Morse v. 
United States, 270 U.S. 151 (1926); United States v. Seminole Nation, 299 U.S. 417, 
421 (1937). 

28 Limitations of space preclude quotation in full of the elaborate and detailed provi- 
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centers about the Tax Court’s jurisdiction to consider motions for rehear- 
ing or revision which are filed out of time, 7.e., more than 30 days after 
entry of decision but within the statutory three months’ period for request- 
ing review. Specifically, the conflict involves the situation where the Tax 
Court fails to act on such a motion until after expiration of the three 
months.” 

Commissioner v. Realty Operators, Inc.*° provided the first intimation 
that the Tax Court is powerless to consider a motion for revision filed 
out of time under the Tax Court’s Rules but within the statutory period 
for appeal. In that case, on April 9, 1940, the final day of the period for 
appeal and long after expiration of the 30 days prescribed in Rule 19, 
the Commissioner, instead of petitioning for review, filed a motion to 
vacate the Tax Court’s decision on the ground that he had not been served 
with a copy of the decision. The Board Member granted such motion 
forthwith, without a hearing, and on the following day, April 10, 
entered a decision identical with the vacated decision. Thereupon the 
taxpayer moved to strike as void the decision of April 10, which motion 
the Member denied on June 12. On August 30, the Commissioner peti- 
tioned for review of the decision of April 10; the taxpayer moved to 
dismiss, and was sustained by the Circuit Court. 

The taxpayer argued that once judgment is entered, suspension of 
the appeal period depends upon the “due and seasonable filing” of a 
motion for revision. The Commissioner argued (1) that Rule 19 (pre- 


sions of §1140. In recommending the original enaetment of the section as part of the 
Revenue Act of 1926, the Ways and Means Committee stated: 


“Court review—Finality of decisions —Section 916 prescribes the date on which a 
decision of the Board (whether or not appeal thereon is had) is to become final. Inas- 
much as the statute of limitations upon assessments and suits for collection, both of which 
are suspended during review of the Commissioner’s determination, commences to run 
upon the day upon which the Board’s decision becomes final, and inasmuch as the 
power to make a jeopardy assessment terminates upon the commencement of proceedings 
to review a decision of the Board, it is of utmost importance that this time be specified 
as accurately as possible. In some instances in order to achieve this result the usual 
rules of law applicable in court procedure must be changed. For example, the power of 
the court of review to recall its mandate is made to expire 30 days from the date of 
as 40) the mandate.” (H.R. Rep. No. 1, 69th Cong., Ist Sess., 1939-1 Cum. Butt. 

29 The early decisions in Griffiths v. Comm’r, 50 F.2d 782 (C.C.A.7th 1930), Burnet v. 
Lexington Ice & Coal Co., 62 F.2d 906 (C.C.A.4th 1933), and Helvering v. Continental 
Oil Co., 68 F.2d 750 (App. D. C. 1933), cert. denied, 292 U.S. 627, were unanimous that 
the appeal period was suspended by the filing of a motion to vacate, or for a rehearing. 
However, during the years covered by these decisions the Board had no rule limiting 
the time within which rehearing might be sought, so that during those years the mere 
filing of such motion at any time within the appeal period tolled the running of such 
period. Cf. Garden City Feeder Co., 27 B.T.A. 1132 (1933), rev’d on other grounds, 
75 F.2d 804 (C.C.A.8th 1935); St. Louis Mutual Life Insurance Co., 30 B.T.A. 1319 
(1934) ; John Thomas Smith, 42 B.T.A. 505 (1940). 

30118 F.2d 286 (C.C.A.5th 1941). 
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scribing the 30-day period for the filing of motions to vacate decisions) 
was not a limitation upon the Board’s powers but merely limited the 
time within which a party may of right file such a motion; and (2) under 
Rule 20 the Board could have revised or vacated its decision on its own 
motion.” 

The Fifth Circuit, apparently incensed at the result of the proceed- 
ings in the Board and clearly influenced by the Member’s statement that 
the original decision was vacated solely to give the Commissioner a chance 
to appeal if he desired to do so, held that the original decision had not 
been validly vacated because, said the Court, the motion to vacate, in 
order to toll the appeal period, must be timely ; and the instant motion did 
not meet the requirements of the Board’s Rule 19.*°° The Court under- 
took to answer the Commissioner’s argument by stating : ** 


If it be conceded that the Board, because it may change its rules, could 
waive the enforcement of Rule 19 in a particular case, one member, though 
he constitute a division for the despatch of business, cannot do so. Section 
1111 binds him to observe it. 


Of course, in holding that a motion for revision filed out of time may 
not be entertained except through “special leave” by the Board en banc, 
the Court was creating requirements which seem squarely contrary to 
section 1118(b).* 

A more justifiable restriction upon the Tax Court’s control of its deci- 
sions within the appeal period was laid down in Denholm & McKay Com- 
pany v. Commissioner.’ There, the First Circuit held, in effect, that a 
motion for revision filed after expiration of the 30-day period but within 
the three-months appeal period, is ineffective to extend the latter period 
unless acted upon by the Tax Court before expiration of the three months. 

In the Denholm case, on July 24, 1939, the Board entered its order 


81 The Commissioner relied upon Helvering v. Northern Coal Co., 292 U.S. 612 (1933), 
rehearing denied, 293 U.S. 191 (1934), where the Supreme Court entertained (but later 
denied) a petition for rehearing filed five months after issuance of its mandate, not- 
withstanding a rule of such Court allowing 25 days for the filing of such petition. 

82 Unlike its present form (note 13 supra), Rule 19 at that time contained no provi- 
sion that motions might be filed out of time by “special leave” of the Court. 

33 118 F.2d 286, 288 (C.C.A.5th 1941). 

84 The section provides: 


“(b) Effect of Action by a Division—The report of the division shall become the 
report of the Board within 30 days after such report by the division, unless within such 
period the chairman has directed that such report shall be reviewed by the Board. Any 
preliminary action by a division which does not form the basis for the entry of the 
final decision [e.g., granting a motion to file a motion out of time] shall not be subject 
to = by the Board except in accordance with such rules as the Board may 
prescribe... .” 


It is interesting that action identical to that taken by the member was later approved 
by the Supreme Court, on analogous facts, in Hill v. Hawes,-320 U.S. 520 (1944). 
85 132 F.2d 243 (C.C.A.1st 1942). 
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finding an overpayment, based on computations previously filed. On Sep- 
tember 8, more than 30 days after decision but within the statutory appeal 
period, the Commissioner moved for reconsideration. The Board took 
no action on such motion and the Commissioner, apparently relying on 
the Griffiths and Lexington Coal cases,** did not petition for review prior 
to the expiration of the statutory appeal period on October 24. On April 4, 
1940, the Board vacated its decision of July 24, 1939, and, on Febru- 
ary 27, 1942, entered a new decision holding that allowance of the over- 
payment (admittedly owing to the taxpayer) was barred by the statute of 
limitations.** 

The taxpayer then petitioned for review of the decision of February 27, 
1942, contending that the decision of July 24, 1939 had become final. 
The Commissioner, repeating the arguments advanced in the Realty Op- 
erators case, replied that the Board’s entertainment of the motion for 
reconsideration of the original decision, without more, tolled the appeal 
period. Sustaining the taxpayer, the Circuit Court held that the motion 
for reconsideration was untimely under the Board’s rules and therefore 
of no effect until the Board took some action indicating a determination 
to entertain it. The ultimate basis of the decision appears to be that the 
contrary result would engender uncertainty over the date of finality of 
the Board’s decision ; and that would defeat the legislative design reflected 
in the meticulous provisions of section 1140 respecting such finality. Said 
the Court : * 





If the determination to ‘entertain’ the untimely motion for reconsidera- 
tion, that is, to receive it and consider it on its merits, is locked up in the 
bosom of the Board member, and not disclosed by formal action until the 
Board decision is vacated many months later, as here, the Commissioner 
would have no way of knowing, after the expiration of three months from 
the date of the Board’s decision, whether such decision had become ‘final’ 
or not. That would be the uncertain situation if we should hold, as the 
Commissioner urges us to do, that the Board need not take any recorded 
action on the untimely motion before the expiration of the three months’ 
period for court review. Such a holding, we think, would defeat the Con- 


gressional purpose. 


This holding was squarely rejected by the Second Circuit in its recent 
decision in Simon v. Commissioner.*® There the Tax Court entered its 


36 Note 29 supra. 

37 The Board held that the taxpayer’s amended petition raising the issue upon which 
the overpayment depended and filed more than three years after the payment in question, 
did not relate back to the time of filing the original petition for purposes of applying 
section 322(d) of the Revenue Act. 

38 132 F.2d 243, 248 (C.C.A.1st 1942). 

39 49-2 USTC 9324 (C.C.A.2d June 27, 1949). 
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decision sustaining the Commissioner on January 27, 1947. April 27, the 
last day of the appeal period, fell on a Sunday. On Monday, April 28, 
the taxpayer filed a “motion for leave to file motion out of time” and 
tendered a “motion for review by the full Court.” On April 29 the Tax 
Court granted the first motion, directed the motion for Court review 
to be filed as of that date and denied the latter motion. A petition for 
review was filed July 24, 1947. The Court of Appeals held that since 
the final day fell on Sunday, the three-months’ period did not expire until 
April 28, citing Rule 6(a) of the Rules of Civil Procedure, which, the 
Court stated, applied to Tax Court proceedings. The opinion, per Circuit 
Judge Frank, continues : *° 


It may be, although it is not clear, that the government, relying on the de- 
cision of the First Circuit in Denholm & McKay v. Commissioner, 132 Fed. 
(2d) 243 (C.C.A.1), is contending that, even if the motion for reconsidera- 
tion was filed in time, still the petition to this court was not timely because 
the Tax Court did not act on the motion for reconsideration until April 29, 
1947, which was after the three months had elapsed. We do not agree with 
the First Circuit. We think that the period was extended by the filing of the 
motion within the statutory period ; otherwise the taxpayer’s privilege to seek 
review in a Circuit Court of Appeals would depe id on the state of the Tax 
Court’s docket. 


What the Court apparently overlooked is that the taxpayer could have 
insured review in a circuit court by filing a petition for such review pur- 
suant to section 1142 of the Code.** 

Since, in the Simon case, the Commissioner prevailed on the merits 
in the Circuit Court, and since the taxpayer was upheld on the procedural 
point, a settlement of the foregoing conflict respecting the Tax Court’s 
powers must await further litigation. Should the Supreme Court accept 
the question whether the Tax Court may act upon a motion for revision 
or rehearing filed out of time but within the appeal period, after expiration 
of such period, its disposition of the issue may be controlled by the views 
expressed in R. Simpson & Co., Inc. v. Commissioner.*” There the Sec- 


40 49-2 USTC 9324 (C.C.A.2d 1949). 
41 The result approved by the Court is not easily reconciled with its discussion of 
§1140 in Monjar v. Comm’r, 140 F.2d 263, 265 (C.C.A.2d 1944), as follows: 


“In §1005(a) of the Revenue Act of 1926, 44 Stat. 110, 26 U.S.C.A. Int. Rev. Code 
§1140, Congress specified in great detail the dates upon which decisions of the Board of 
Tax Appeals become final, and subparagraphs (1), (2), (3) and (4) enumerated four 
different situations. Subparagraph (4) was construed in Helvering v. Northern Coal Co., 
293 U.S. 191, in which the Supreme Court held without qualification that it lacked power 
to entertain a petition for rehearing subsequent to the date specified in the statute... . 
In Old Colony Trust Co. v. Commissioner, 279 U.S. 716, 726, 49 S. Ct. 499, 503, 73 L. Ed. 
918, the Supreme Court said of §1005 that ‘the complete purpose of Congress to provide 
a final adjudication in such proceedings, binding all the parties, is manifest.’ See also 
Denholm & McKay v. Commissioner, 1 Cir., 132 F.2d 243.” 

42 321 U.S. 225, 230 (1944), rehearing denied, 321 U.S. 804: 
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ond Circuit had affirmed a decision of the Board sustaining the imposition 
of delinquency penalties against the taxpayer. The taxpayer sought certio- 
rari, which was denied on November 9, 1942. The 25-day period ** allowed 
by Rule XX XIII within which to petition for rehearing of such action ex- 
pired. In February, 1943, a conflict developed between the circuits respect- 
ing the penalty issue, and the taxpayer asked leave to file out of time a 
petition for rehearing, to which the Supreme Court consented. Shortly 
thereafter the Court granted that petition and granted certiorari respecting 
the penalty issue. Thereafter the Court dismissed the writ for want of 
jurisdiction. It held that a petition for certiorari was “denied” within 
the meaning of section 1140(b)(2) upon the expiration of the 25-day 
period for petitioning for rehearing, and stated that “ when 
under our rules our denial has become final, this statute [section 
1140(b)(2)] deprives us of jurisdiction over the case.” Three Justices 
thought that nothing in section 1140 impaired the Court’s inherent au- 
thority to grant petitions for réhearing of judgments throughout the 
term in which they were entered. 

Supreme Court Rule XXXIII is similar in structure to Tax Court 
Rule 19 and apparently designed to serve the same purpose. Each permits 
petitions for rehearing within a stated period but contemplates extensions 
thereof in the discretion of the Court. Since the Supreme Court deems 
that its “inherent power”’ to reconsider its judgments is restricted by the 
statute, and that such result is required by the Congressional goal of 
finality as evidenced in the details of section 1140, it would be difficult 
for the Court to allow greater latitude to the Tax Court whereby 
(1) motions for rehearing not timely filed under the Rules would operate 
to toll the appeal period, and (2) the Tax Court’s disposition of such 
motion after expiration of the appeal period would revive the running 
of such period. The odds, therefore, would seem to favor approval of 
the Denholm rationale rather than the result of the Simon case if the 
question is ever accepted by the Supreme Court for determination. Cer- 
tainly the holding of the Denholm case should be more effective in securing 
the finality towards which section 1140 is directed. 


SoME PREDICTIONS 


It appears likely that during the present Congress, the Tax Court may 
be incorporated into the federal judiciary as a court of record. As of 
the time of submission of this article, H.R. 3113, which is designed to 
effect such change, has been reported favorably to the House by its 


43 By an amendment of said Rule, effective Jan. 1, 1948, the period has been reduced 
to 15 days. 
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Judiciary Committee. In its current form, such bill would transfer to 
the Judicial Code certain provisions of the Internal Revenue Code pre- 
scribing Tax Court procedure. However, the bill provides for repeal of 
section 1111 of the Code, which empowers the Tax Court to prescribe its 
own rules of practice. It is entirely possible, the writer believes, that 
enactment of the bill in its present form will bring Tax Court practice, 
to the extent not regulated by the Judicial Code, under the Federal Rules 
of Civil Procedure. 
Section 2071 of the Judicial Code provides : 


The Supreme Court and all courts established by Act of Congress may 
from time to time prescribe rules for the conduct of their business. Such 
rules shall be consistent with Acts of Congress and rules of practice and 
procedure prescribed by the Supreme Court.** 


Under section 2072 of the Judicial Code the Supreme Court is author- 
ized to prescribe rules of practice and procedure, not for all courts but 
only for district courts of the United States. It is open to question, how- 
ever, whether this limitation would permit the Tax Court, as a court of 
record, to adopt rules for conduct of its business which were inconsistent 
with the only rules of practice and procedure prescribed by the Supreme 
Court, to wit, the Federal Rules of Civil Procedure. Of course, should 
the Tax Court determine to continue its present rules following a change 
in its status, it would have several precedents for doing so. Both the 
Court of Claims and the Customs Court have continued their respective 
rules notwithstanding that the practice thereunder varies from the Fed- 
eral Rules in many details. It is also undeniable that the Federal Rules 
are ill-suited in many respects to the Tax Court’s organization and the 
management of a docket to which about 4,000 cases on the average are 
added each year. But the wording of section 2071 seems unambiguous.“ 

Assuming arguendo (a) that the Federal Rules would govern Tax 
Court procedure or (b) that, following enactment of the bill, the Tax 
Court would adopt rules conforming to the Federal Rules, the Commis- 
sioner, in either event, would be freed from existing requirements of time- 


4428 U.S.C. §2071, as amended by Act of May 24, 1949, Pub. L. No. 72, 81st Cong., 
Ist Sess. 

45 The Congressional intent underlying §2071 is not wholly clear. As stated in the 
Reviser’s Notes, Appendix to the Report of the House Judiciary Committee, H.R. Rep. 
No. 308, 80th Cong., Ist Sess. A169, the section is based on various sections of the 
Judicial Code and other statutes, naming specifically §1111 of the Internal Revenue 
Code. The note continues: “This section [2071] consolidates all such provisions. Recog- 
nition by Congress of the broad rule-making power of the courts will make it possi- 
ble for the courts to prescribe complete and uniform modes of procedure, and alleviate, 
at least in part, the necessity of searching in two places, namely in the Acts of Congress 
and in the rules of the Courts for procedural requisites.” (italics supplied) 
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liness respecting claims for increased deficiencies. On the subject of 
amendments of pleadings, Federal Rule 15 provides: 





(b) Amendments to Conform to the Evidence. When issues not raised by 
the pleadings are tried by express or implied consent of the parties, they 
shall be treated in all respects as if they had been raised in the pleadings. 
Such amendment of the pleadings as may be necessary to cause them to 
conform to the evidence and to raise these issues may be made upon motion 
of any party at any time, even after judgment; but failure so to amend does 
not affect the result of the trial of these issues. . . .*° (italics supplied) 


Obviously, the Erie Forge result would no longer be permissible if 
Tax Court procedure were to be governed by the Federal Rules. 

Upon the same assumption, it seems fairly clear that existing uncertain- 
ties respecting control of its decisions by the Tax Court would disappear 
with a change in its status. Federal Rule 59 is explicit that motions for 
a new trial or to alter or amend a judgment shall be served not later than 
ten days after entry of the judgment.** These periods may not be en- 
larged by a district court under the general powers conferred in Federal 
Rule 6(b). Also, Rule 73 provides in part: 


The running of the time for appeal is terminated by a timely motion made 
pursuant to any of the rules hereinafter enumerated, and the full time for 
appeal fixed in this subdivision commences to run and is to be computed 
from the entry of any of the following orders made upon a timely motion 
under such rules; . . . granting or denying a motion under Rule 59 to alter 
or amend the judgment ; or denying a motion for a new trial under Rule 59. 
(italics supplied) 


Such rules have been interpreted to mean that, with the expiration of the 
time limits prescribed in the Rules, the court loses its jurisdiction to enter- 
tain a motion to vacate or amend, and cannot thereafter entertain such a 
motion and thereby start the appeal time running anew.** 

Conceivably the Tax Court might welcome the restraints provided in 
such rules upon its present power to control amendments of pleadings and 
the time of finality of its decisions. On the other hand, as a circuit-riding 
court with heavy calendars, the motion practice in respect of which is 
centered at Washington, the Tax Court might find it difficult to assimilate 
its jurisdiction under the Internal Revenue Code to the conditions of the 


46 For conflicting results under the Rule, cf. Stephens v. Reed, 121 F.2d 696 (C.C.A.3rd 
1941); Schuckman v. Rubenstein, 164 F.2d 952 (C.C.A.6th 1947); Newman v. Zinn, 
164 F.2d 558 (C.C.A.3rd 1947); Simms v. Andrews, 118 F.2d 803 (C.C.A.10th 1941) ; 
Mishawaka Rubber & Woolen Mfg. Co. v. Paine & Williams Co., 139 F.2d 603 (C.C.A.6th 
1943). 

47 See Leishman v. Associated Wholesale Electric Co., 318 U.S. 203 (1943). Cf. Hill v. 
Hawes, 320 U.S. 520 (1944). 

48 Safeway Stores, Inc. v. Coe, 136 F.2d 771 (App. D. C. 1943). 
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Federal Rules, particularly the liberality respecting amendments of plead- 
ings at any time which is contemplated by Federal Rule 15.* 

Should the Tax Court become a court of record, the obvious and proper 
solution would be to amend the Judicial Code to exempt the Tax Court 
from the restrictions in section 2071 of said Code. In the absence of such 
a clarification, practitioners and Government counsel alike will await with 
interest the revisions in Tax Court procedure which would follow upon 
a change in the status of the Court. 


49 The Tax Court would scarcely consider itself authorized to reopen decisions which 
had become final under §1140 merely because under Federal Rule 60, a court may 
relieve a party from the operation of a judgment “. . . upon such terms as are just” for 
“any reason justifying relief... .” 








Partial Liquidations And The New Look 


JOSEPH HAWLEY MURPHY 


iy termination of World War II found many close corporations with 
ownership equally divided between two or more groups. These businesses, 
after unprecedented expansion, approached normalcy with swollen profits. 
It was not unusual for a breach to develop among owners as to the future 
course to be charted. Some felt that the time was ripe for expansion, and 
that the heretofore relatively small venture could be made into a large- 
scale affair. Others, who remembered the deflationary decade preceding 
War prosperity, were more concerned with basic long-range security and 
the consolidation of business gains. They viewed expansion as based upon 
an unwarranted projection of a current, but temporary, inflation. 

In short, conservatism vied with the desire for expansion to create 
the familiar schism in ownership which could not be healed internally 
by mediation, compromise, or compartmentation. It necessitated various 
types of split-ups designed entirely to separate the irreconcilable elements 
and permit both to carry on a business which each regarded as its heritage. 

One solution to the corporate dilemma outlined above was the outright 
purchase by one faction of the stockholdings of the other, based as nearly 
upon a net-worth evaluation of the business as practicable. However, the 
sellers generally insisted upon cash or inclined toward something more 
tangible than the obligation of persons whose business judgment was a 
cause of the breach. The corporation, in many cases undercapitalized, 
might have a considerable amount of money available, although probably 
not enough for the outright purchase of a share of ownership. It also had 
facilities and equipment which could be utilized as the basis for a cor- 
porate obligation. 

While this type of cleavage is quite obviously a privilege of prosperity, 
it presents some haunting income tax problems which it is the purpose of 
this article to explore.’ If the corporation takes up the shares of the 
retiring owners and pays for them in part with accumulated earnings, the 


JosepH Hawtey MurpHy is Assistant Professor of Law, Syracuse University College 
of Law; formerly attorney, Office of Chief Counsel, Bureau of Internal Revenue, 
Office of Legislative Counsel, U. S. Treasury Department, and Office of General Counsel, 
U. S. Treasury Department. 


1A somewhat similar problem is treated by Merle H. Miller in Stock Redemptions, in 
ProceEDINGS OF NEw YorK UNIversity SIXTH ANNUAL INSTITUTE ON FEDERAL TAXA- 
TIon 307 (1948). He considers the difficulties of such a corporation in raising cash to 
pay estate taxes due from the estate of a former owner. See also Drye, Earned Surplus 
And Its Tax Problems For The Stockholder, 4 Tax L. Rev. 421 (1949). 
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transaction partakes of the nature of a partial liquidation, as defined by 
section 115(i) of the Internal Revenue Code. It might also be viewed 
as an outright purchase of stock by the issuing corporation. In either 
event, the presence of accumulated earnings as part of the distribution 
raises a possibility that the transaction may be treated as the equivalent of 
a dividend and taxable as such under section 115(g). 


I 


Prior to the Revenue Act of 1916, dividends were included generally 
in taxable income.’ Thereafter, the term was more particularly defined 
in various Acts until it reached its present form.* In these definitions liqui- 
dating distributions were not accorded separate treatment.* However, the 
Revenue Act of 1918 introduced the concept of treating them as having 
been received in exchange for stock,° a policy which was discontinued 
in 1921,° and revived in 1924.‘ Partial liquidations were included within 
the Revenue Act of 1924, with a definition which generally corresponds 
with their definition in the Code.* 

The income tax treatment accorded such distributions also varied within 
the limits of the definition itself.° For the ten years preceding the Revenue 
Act of 1934, a stockholder who had received a distribution on liquidation 
was in the same position as if he had sold his stock.*® However, with the 
1934 Act, the Congress, disturbed over surtax avoidance through liquidat- 
ing dividends,"* provided that the full amount of liquidating gains must 
be included in income, while losses remained subject to limitation.’ The 
1936 Act reapplied the limitations to distributions in complete liquida- 
tion,’* but it was not until 1942 that capital gains treatment was again 
provided for all liquidation distribution, whether partial or complete.** 


2 Tariff Act of 1913, Sec. II B, 38 Strat. 167 (1913). 

3 T.R.C. §115(a). 

4+Comm’r v. Sansome, 60 F.2d 931 (C.C.A.2d 1932), cert. denied, 287 U.S. 667 (1932) 
(Revenue Act of 1921). 

5 Revenue Act of 1918, Sec. 201(c), 40 Strat. 1059 (1919). 

® Revenue Act of 1921, Sec. 201(c), 42 Strat. 228 (1921) (This is the forerunner of 
the present §115(d) of the Code). 

7 Revenue Act of 1924, Sec. 201(c), 43 Star. 255 (1924). 

8 Revenue Act of 1924, Sec. 201(g), 43 Stat. 255 (1924). 

® Darrell, Corporate Liquidations and the Federal Income Tax, 89 U. or Pa. L. Rev. 
907 (1941). 

10 White v. United States, 305 U.S. 281 (1938) ; Helvering v. Chester N. Weaver Co., 
305 U.S. 293 (1938) (involving the 1928 and 1932 Acts). 

11 H.R. Rep. No. 704, 73d Cong., 2d Sess. (1934), 1939-1 (Part 2) Cum. Butt. 554, 
576; Sen. Rep. No. 558, 73d Cong., 2d Sess. (1934), 1939-1 (Part 2) Cum. Butt. 586, 
614; H.R. Rep. No. 1385, 73d Cong., 2d Sess. (1934), 1939-1 (Part 2) Cum. Butt. 627. 

12 Revenue Act of 1934, Sec. 115(c), 48 Strat. 711 (1934). 

13 Revenue Act of 1936, Sec. 115(c), 49 Stat. 1687 (1936), 

14 Revenue Act of 1942, Sec. 147, 56 Stat. 841 (1942) (amending I.R.C. §115(c) ). 
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Meanwhile, section 115(g) of the Code had been undergoing a simi- 
lar process of evolution.** Section 2(a) of the Revenue Act of 1916 had 
treated stock dividends as taxable income, until Eisner v. Macomber ** held 
it unconstitutional. Thereupon it was provided that a distribution of earn- 
ings by stock dividends was to be treated as taxable income only if the 
stock dividend was cancelled or redeemed at such time and in such manner 
as to make the transaction the substantial equivalent of the distribution of 
a taxable dividend.*’ In view of the relatively low rate of tax upon capital 
assets held for more than two years, it was considered necessary to prevent 
corporations from using the stock dividend as a device by which share- 
holders could avoid the high surtax on ordinary dividends. 

However, even under the 1921 Act, an avenue of escape was opened 
by reversing the process, i.e., first redeeming and then issuing the stock 
dividend. Accordingly, in 1924, the section was enlarged to include the 
case where cancellation or redemption was followed by a stock dividend.** 
At this point some correlation is noticeable between the forerunners of 
the present sections 115(g) and 115(c) of the Code. In 1924, distribu- 
tions in liquidation, whether partial or complete, were treated as sales.’® 
Section 201(f) of the 1924 Act, which had heretofore been concerned 
only with the stock dividend and redemption problem,” now operated to 
limit the broad effect of section 201(c) by preventing distributions in 
liquidation from resulting in favorable treatment to taxpayers who had 
previously received stock dividends.” 

True Congressional awareness of the use to which the section could be 
put in the field of corporate liquidation came with the 1926 Act. Sec- 
tion 201(g) amended section 201(f) of the 1924 Act to include as a divi- 
dend equivalent any cancellation or redemption of stock, irrespective of 
whether it preceded or followed a stock dividend.” The purpose of the 
amendment was to limit the application of the subsection on distributions 
in liquidation.» This was reiterated sixteen years later, when section 
115(c) was amended to apply the holding period percentages to the com- 
putation of gain or loss on distributions in partial, as well as complete, 


15 Note, Stock Redemption or Cancellation Taxable as Dividend, 49 Harv. L. Rev. 1344 
(1936). 

16 252 U.S. 189 (1920). 

17 Revenue Act of 1921, Sec. 201(d), 42 Srar. 228 (1921). 

18 Revenue Act of 1924, Sec. 201(f), 43 Srat. 255 (1924). 

19 Supra notes 7 and 8. 

20 William C. Huntoon, 14 B.T.A. 459 (1928). 

21 See Tillotson Mfg. Co., 27 B.T.A. 913, 918 (1938), aff'd, 76 F.2d 189 (C.C.A.6th 
1935). 

22 Revenue Act of 1926, Sec. 201(g), 44 Strat. 11 (1926). 

23 H.R. Rep. No. 1, 69th Cong., Ist Sess. (1925), 1939-1 (Part 2) Cum. Butt, 315, 
318; Sen. Rep. No. 52, 69th Cong., Ist Sess. (1926), 1939-1-(Part 2) Cum. Butz. 332, 
346. 
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liquidation. It was felt that section 115(g), which had remained substan- 
tially unchanged since 1926, would prevent taxable dividends, disguised 
as liquidation, from receiving capital gain treatment.” 
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II 


Remembering that the treatment of a given transaction as a partial liqui- 
dation had favorable implications from 1924 to 1934, and thereafter, 
until 1942, definitely unfavorable implications, it is of importance to decide 
what it was and when it occurred. After 1942, although the distinction 
between a partial and complete liquidation lost importance, it did become 
necessary to determine when a partial liquidation had occurred, because 
of the effect of section 115(g) upon distributions in redemption of stock. 
It was also of significance to distinguish between a partial liquidation and 
an outright sale of stock to the issuing corporation. 

The Code defines a “Partial Liquidation” as follows: *° 


As used in this Section the term ‘amounts distributed in partial liquidation’ 
means a distribution by a corporation in complete cancellation or redemption 
of a part of its stock, or one of a series of distributions in complete can- 
cellation or redemption of all or a portion of its stock. 


It further prescribes : *° 


. amounts distributed in partial liquidation of a corporation shall be treated 
as in part or full payment in exchange for the stock. The gain or loss to the 
distributee resulting from such exchange shall be determined under Section 
111, but shall be recognized only to the extent provided in Section 112. 


The Regulations conform to these concepts.” 

“Partial liquidation” never meant quite what the name implied. It has 
been held to include one step in the process of complete liquidation, i.e., 
a redemption and cancellation of stock under a policy of liquidation though 
not, per se, amounting to complete liquidation,** as, for example, when a 
corporation sold a portion of its assets and, pursuant to a resolution to 
liquidate, paid two so-called liquidating dividends which did not exhaust 
surplus.” A similar result was reached where the process of liquidation 
was slow, covered many years, attendant operations resulted in annual 
profits, and distributions were made following scaling down of the value 
of the stock.*° 


24 H.R. Rep. No. 2333, 77th Cong., 2d Sess. (1942), 1942-2 Cum. Bu.t. 372, 391. 

25. R.C. §115(i). 

26T.R.C. §115(c). 

27 Reg. 111, Sec. 29.115-S. 

28 Joseph F. Porter, Jr., 9 T.C. 556 (1947) ; Samuel A. Upham, 4 T.C. 1120 (1945). 
2° Bynum v. Comm’r, 113 F.2d 1 (C.C.A.5th 1940). 2 

80R. D. Merrill Company, 4 T.C. 955 (1945). 
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It is also quite clear that the term “partial liquidation” includes a situa- 
tion where there was no intention completely to liquidate.** Thus, where 
the taxpayer, a minority stockholder in a corporation, rejected an offer 
to sell her interest and took slightly more than three per cent of the assets, 
a partial liquidation was said to have occurred.** The term, therefore, 
was not confined to a winding up of corporate affairs, but included a dis- 
tribution in complete cancellation of any part of the stock.** 

On the other hand, the mere fact that a distribution was made in excess 
of previous dividends, without more, does not mean that a partial liquida- 
tion has occurred.** The statute evidently contemplates a bona fide intent 
to cancel or redeem all or a part of the stock of the corporation.** With- 
out such an intent a partial liquidation does not exist, while with it, it 
may exist, although section 115(g) may vitiate it.** Accordingly, an 
attempted tax-free reorganization which fails of its purpose for lack of 
control, continuity, etc., may, if a redemption or cancellation of stock 
occurs, result in a partial liquidation.** On the other hand, simply because 
the attempted tax-free plan fails, does not, ipso facto, result in partial 
liquidation, unless the cancellation and redemption elements are present.** 

Little light is cast on what is meant by “cancellation” or “redemption” 
of stock. The former probably needs little, since it is used in the generic 
sense. The latter, however, is not at all clear. At various times in the 
history of the statutes under present consideration, it was more advan- 
tageous to have a transaction characterized as a sale or exchange of stock 
to the issuing corporation, rather than as a redemption, since this would 
avoid its being classified as a partial liquidation. Furthermore, it would 
also remove it from the “cancellation” or “redemption” dragnet of sec- 


81Comm’r v. Cordingley, 78 F.2d 118 (C.C.A.l1st 1935). But cf. Kirschenbaum v. 
Comm’r, 155 F.2d 23 (C.C.A.2d 1946), cert. denied, 329 U.S. 726 (1946). 

82 Sarah A. Young, 4 TCM 982 (1946). 

38 Salt Lake Hardware Company, 27 B.T.A. 482 (1932); Max Viault, 36 B.T.A. 430 
(1937) ; Malone v. Comm’r, 128 F.2d 967 (C.C.A.5th 1942); S. M. 4181, IV-2 Cum. 
Butt, 12 (1927); I.T. 2388, VI-2 Cum. Buty. 14 (1928); G.C.M. 5180, VII-2 Cum. 
Butt, 110 (1928). 

84 Wilcox v. Comm’r, 137 F.2d 136 (C.C.A.4th 1943); Tate v. Comm’r, 97 F.2d 658 
(C.C.A.8th 1938), cert. denied, 309 U.S. 639 (1940); Oscar R. Mickelthwait, 2 TCM 
223 (1943). 

85 Sheehan v. Dana, 163 F.2d 316 (C.C.A.8th 1947) ; Thornton v. Comm’r, 159 F.2d 578 
(C.C.A.7th 1947). 

86 Beretta v. Comm’r, 141 F.2d 452 (C.C.A.5th 1944), cert. denied, 323 U.S. 720 
(1944). See also 146 F.2d 109 (C.C.A.5th 1945); A. J. Long, Jr., 5 T.C. 327 (1945), 
aff'd, Long v. Comm’r, 155 F.2d 847 (C.C.A.6th 1946) ; Edward L. Knaus, Jr., 6 T.C. 105 
(1946). 

87 Case v. Comm’r, 103 F.2d 283 (C.C.A.9th 1939), 105 F.2d 1015 (C.C.A.9th 1939) ; 
Morgan vy. Helvering, 117 F.2d 334 (C.C.A.2d 1941) ; Wesley V. E. Terhune, 40 B.T.A. 
750 (1939). 

38 Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). . 
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tion 115(g). For these reasons many transactions were set up as sales to 
the issuing corporations, with the stock being held as treasury stock and 
not cancelled. 

What was meant by holding stock in the treasury as against retiring or 
redeeming it was never free from doubt.** For example, in Borg v. Inter- 
national Silver Co.*° it was said: 





Indeed, the only difference between a share held in the treasury and one 
retired is that the first may be resold for what it will fetch on the market, 
while the second has disappeared altogether. 


“c 


In McClain v. Commissioner,“ the court pointed out that the term “re- 
tirement” was broader in scope than “redemption” although it included the 
latter. This basic confusion in defining the status of treasury stock has 
been well illustrated in a number of cases.“ 

With such a background, it is not surprising to find courts initially tak- 
ing the transaction at its apparent face and later appreciating the realities. 
If there was a sale to the corporation, and the stock was held as treasury 
stock, it was not considered redeemed or cancelled and therefore neither 
a partial liquidation nor the equivalent of a dividend.** In Amelia H. 
Cohen Trust v. Commissioner,** a Delaware corporation bought back its 
preferred stock from a holder, cancelled and retired it. The Third Circuit 
held that a partial liquidation had occurred, but pointed out: 


Treasury stock is an asset in the company’s treasury and may be resold at 
any time as suits the corporate owner’s purpose, while retired stock ceases 
to exist as an evidence of interest or ownership in corporate property. 


In a case reaching a contrary result, the Board of Tax Appeals said: ** 


Here, significantly, the reacquired stock was not retired. It was retained 
as treasury stock. No reduction of authorized stock was ever authorized. The 
reacquisitions were not pro rata from all stockholders, but were limited to 
the stock of the employees and that which petitioner had purchased from 
them. . . . The corporate resolution under which these reacquisitions occurred 
does not, in the face of the other facts, characterize them as in redemption 
or cancellation of stock. In short, it seems doubtful that these reacquisitions 


89 E. R. Squibb & Sons v. Helvering, 98 F.2d 69 (C.C.A.2d 1938), modified, 102 F.2d 
681 (C.C.A.2d 1939), where is was said at p. 70: “... it is not uncommon, when a 
corporation buys its own shares, to regard them as still existing in a kind of limbo, so 
that when it sells them again, it does not reissue them de novo, but sells its own property.” 

4011 F.2d 147, 150 (C.C.A.2d 1925). 

41311 U.S. 527 (1941). 

42R, J. Reynolds Tobacco Co. v. Comm’r, 97 F.2d 302, 307 (C.C.A.4th 1936), aff’d, 
306 U.S. 110 (1938). 

48 William A. Smith, 38 B.T.A. 317 (1938); W. C. Robinson, 42 B.T.A. 725 (1940). 

44121 F.2d 689, 691 (C.C.A.3rd 1941). 

45 Rollin C. Reynolds, 44 B.T.A. 342, 354 (1941). 
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were such at all. They may well have been merely sales of stock to the 
company... . 


In Alpers v. Commissioner ** the taxpayer was the owner of twenty 
shares of corporate stock which he sold for cash to the corporation. The 
latter held it as treasury stock. The Second Circuit pointed out that, 
while the acquisition by a corporation of its own stock for the purpose 
of retiring it, being therefore a redemption and cancellation of it, was a 
partial liquidation, the acquisition for retention as treasury stock was 
not. Judge Learned Hand dissented on the ground that there was no 
basis in logic for making such a distinction. 

In Fox v. Harrison,“ the taxpayer, because of the corporation’s finan- 
cial inability to purchase the stock of a stockholder threatening liquidation, 
borrowed money, temporarily purchased the stock and later sold it to the 
corporation for the same amount, the latter holding it as treasury stock 
without cancelling or retiring it. The Seventh Circuit held that the trans- 
action did not fall under section 115(g) since it was not a redemption but, 
in reality, a purchase from the disgruntled stockholder, the taxpayer 
merely supplying the security. 

In Kirschenbaum v. Commissioner, the death of a third owner and the 
declaration of a stock dividend left each of the two remaining stockholders 
with 500 shares. The corporation had a large surplus. It purchased 
166% shares from each stockholder “to be held as treasury stock, subject 
to resale.” The Tax Court found that the transaction amounted to a 
redemption under section 115(g).**° The Second Circuit affirmed despite 
the argument that, under Alpers v. Commissioner,®® section 115(g) does 
not apply unless there is a redemption and cancellation. On this point 
it was said: * 


The status of ‘treasury shares’ is in general not made perfectly clear in 
the books. Some courts treat them as though they were, so to say, in suspended 
animation—existing, but existing only in a kind of Limbo; other courts treat 
them as though they were retired. Whether they are to be treated as one or 
the other in the Internal Revenue Code, is not a priori wholly free from 
debate. 


The Tax Court decision was considered not to be so plainly wrong on this 
point as, under the Dobson rule,” to permit reversal. 


46 126 F.2d 58 (C.C.A.2d 1942). 

47145 F.2d 521 (C.C.A.7th 1944). See Robinson v. Comm’r, 69 F.2d 972 (C.C.A.Sth 
1934). 

48155 F.2d 23 (C.C.A.2d 1946), cert. denied, 329 U.S. 726 (1946). 

49 Harry Banner, 4 TCM 342 (1945). 

50 Supra note 46. 

51 Supra note 31, 155 F.2d 23, 25 (C.C.A.2d 1946). 

52 Dobson v. Comm’r, 320 U.S. 489 (1943). 
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In Lowenthal v. Commissioner,®* each stockholder surrendered sub- 
stantially similar amounts of his common holdings to the issuing corpora- 
tion at a specified price per share. The stock was held in the corporate 
treasury and debit balances on its books against the taxpayers were elimi- 
nated. The transaction was held to constitute a redemption under sec- 
tion 115(g). 

It cannot be said that these decisions left the matter of treasury stock 
in any less confused state, particularly since the Kirschenbaum opinion did 
not purport to overrule the Alpers case on this point. However, the trend 
had been indicated, and it was for the Fourth Circuit, prior to the Lowen- 
thal case, to lay down a rule which seems quite completely to cover both 
situations described above. In Wall v. United States ** the taxpayer owned 
half the outstanding stock of a corporation. He purchased the other half 
for cash and a series of notes. Thereafter he transferred his newly- 
acquired stock to the corporation, which paid the notes out of its surplus. 
In holding that the transaction amounted to a redemption, it was said : 


The taxpayer also contends that the statute does not fit his case because 
the Coleman stock was neither cancelled nor redeemed but kept alive in the 
company’s treasury so that, if need be, it could be reissued. The proper 
method of treating or accounting for the stock of a corporation purchased 
by it and kept in its treasury has been the subject of much discussion; but 
it is clear that for tax purposes, the question whether such stock may be re- 
garded as redeemed should be solved by an examination of the attendant 
circumstances. . . . As a practical matter, such shares are redeemed in the 
sense that they no longer constitute any liability of the corporation but rep- 
resent nothing more than an opportunity to acquire new assets by a reissuance. 
.. . We have no difficulty in reaching the conclusion in this case that the 
shares were redeemed in the statutory sense. They were purchased from 
Wall who was in effect the sole stockholder of the corporation to relieve 
him of his obligations to Coleman, and when they were acquired by the 
corporation, they ceased to have any present significance or vitality. In 
the words of the statute the distribution and redemption were essentially 
equivalent to the distribution of a taxable dividend. If it should be held that 
taxpayers can avoid the terms of the statute by the simple device of selling 
their stock to the corporation and having it held as treasury stock, the pur- 
pose of the statute to prevent the evasion of taxes upon corporate dividends 
would be completely frustrated. 


If this can be said to represent the law, it would seem fair to conclude 
that the terms “redemption” or “cancellation” as used in section 115(i) 
in defining “partial liquidation,” as well as in section 115(g), include the 
situation where stock is repurchased by the issuing corporation and held in 


53 169 F.2d 694 (C.C.A.7th 1948). 
54 164 F.2d 462, 465 (C.C.A.4th 1947). 
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its treasury. From a legal, if not an accounting, standpoint, the result 
seems sound, although a similar line of reasoning was not followed in a 
case where the stockholder sold his shares to a subsidiary of the issuing 
corporation.** What the issuing corporation does with the stock after 
receiving it should not, it is submitted, affect the tax consequences to the 
distributee. His control is gone. Furthermore, the possibilities for sham 
in such a transaction would seem to be endless. 


III 


Having arrived, at least argumentatively, at a concept of partial liquida- 
tion, and of the Congressional purpose in enacting sections 115(c), 
115(g), and 115(i) of the Code, the effect of section 115(g) upon the 
type of transaction otherwise qualifying as a partial liquidation remains 
to be considered. Its present language is much as it read in the 1926 
Act: °° 


If a corporation cancels or redeems its stock (whether or not such stock 
was issued as a stock dividend) at such time and in such manner as to make 
the distribution and cancellation or redemption in whole or in part essentially 
equivalent to the distribution of a taxable dividend, the amount so distributed 
in redemption or cancellation of the stock, to the extent that it represents a 
distribution of earnings or profits accumulated after February 28, 1913, shall 
be treated as a taxable dividend. 


Its amplification in the Regulations is hardly more enlightening, except 
at the very extremes.™ 

An analysis of the decisions under this section indicates that judicial 
regard for its intendment, though lagging far behind the expressed views 
of the Congress on the subject, has grown substantially. At first, because 


55 Rodman Wanamaker Trust, 11 T.C. 365 (1948). 
56 T.R.C. §115(g). 
57 Reg. 111, Sec. 29.115-9, reads as follows: 


“The question whether a distribution in connection with a cancellation or redemption 
of stock is essentially equivalent to the distribution of a taxable dividend depends upon 
the circumstances of each case. A cancellation or redemption by a corporation of a por- 
tion of its stock pro rata among all the shareholders will be generally considered as 
effecting a distribution essentially equivalent to a dividend distribution to the extent of 
earnings and profits accumulated after February 28, 1913. On the other hand, a can- 
cellation or redemption by a corporation of all of the stock of a particular shareholder, 
so that the shareholder ceases to be interested in the affairs of the corporation, does not 
effect a distribution of a taxable dividend. A bona fide distribution in complete cancella- 
tion or redemption of all the stock of a corporation or one of a series of bona fide dis- 
tributions in complete cancellation or redemption of all of the stock of a corporation, is 
not essentially equivalent to the distribution of a taxable dividend. If a distribution is 
made pursuant to a corporate resolution reciting that the distribution is made in liquida- 
tion of the corporation, and the corporation is completely liquidated and dissolved within 
one year after distribution, the distribution will not be considered essentially equivalent 
to the distribution of a taxable dividend; in all other cases the facts and circumstances 
should be reported to the Commissioner for his determination whether the distribution 
or any part thereof, is essentially equivalent to the distribution of a taxable dividend.” 
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the 1921 Act acted as a check upon stock dividends merely, the device of 
declaring a stock dividend and then redeeming it was the only way to 
bring a case within the letter and spirit of the statute."® The mere liquida- 
tion of shares of one stockholder out of earnings was without the statu- 
tory pale." There was some indication, in the earlier decisions, that this 
theory of the 1921 statute was to prevail over its 1926 amendment which, 
from a Congressional standpoint at least, seemed designed to supplement 
the partial liquidation features of the law.®° Fortunately most cases were 
not thus circumscribed. In James A. Connelly,” the Board said: 





Inasmuch as the stock involved herein was not issued as a stock dividend, 
the cancellations made prior to January 1, 1926, do not come within the opera- 
tion of Section 201(g) of the Revenue Act of 1926, which is identical in its 
provision to Section 115(g) of the Revenue Act of 1928. . . . Section 201(f) 
of the Revenue Act of 1924 applies only in cases where stock dividends have 
been issued and is likewise not applicable here. 


Following this idea, a redemption of previously issued stock dividends, 
without any business purpose, or a redemption (or series of redemp- 
tions ) which was part of a scheme to distribute earnings ** was held to be 
equivalent to a dividend. 

Nonetheless, the effect of such a background upon the statute was 
decidedly limiting, and both the Board and the courts seemed somewhat 
reluctant to hold any redemption, even of a previously issued stock divi- 
dend, the equivalent of a dividend. Among other reasons deemed suffi- 
cient were: redemption of a previously issued dividend having as its 
purpose business expansion which did not materialize ; ** redemption of a 
previously issued common stock dividend in order to reduce the indebted- 
ness of the stockholders to the corporation and for the purpose of main- 
taining a high credit rating;°° proportionate redemption of 40% of 


58 William C. Huntoon, 14 B.T.A. 459 (1928) ; G.C.M. 11304, XII-1 Cum. Butt. 135 
(1933). 

5® Northern Trust Co., Trustee, 20 B.T.A. 866 (1930), appeal dismissed, App. D. C. 
Apr. 22, 1932. 

60 Supra note 21; Harry A. Koch, 26 B.T.A. 1025 (1932) ; Robert R. Meyer, 27 B.T.A. 
44 (1932); Louis Rorimer, 27 B.T.A.-871 (1933); Alfred A. Laun, 26 B.T.A. 764 
(1932) ; Pearl B. Brown, 26 B.T.A. 901 (1932), aff'd, Comm’r v. Brown, 69 F.2d 602 
(C.C.A.7th 1934), cert. denied, Helvering v. Brown, 293 U.S. 570 (1934). 

61 30 B.T.A. 331, 336 (1934), appeal dismissed, C.C.A.3rd 1936. 

62 Smith v. United States, 121 F.2d 692 (C.C.A.3rd 1941) ; Goldstein v. Comm’r, 113 
F.2d 363 (C.C.A.7th 1940) ; Hyman y. Helvering, 71 F.2d 342 (App. D. C. 1934), cert. 
denied, 293 U.S. 570 (1934) ; Comm’r v. Owens, 69 F.2d 597 (C.C.A.5th 1934) ; Hill v. 
Comm’r, 66 F.2d 45 (C.C.A.4th 1933). 

68 Adler v. Comm’r, 77 F.2d 733 (C.C.A.Sth 1935) ; Arthur M. Godwin, 34 B.T.A. 485 
(1936) ; C. A. Goding, 34 B.T.A. 201 (1936), appeal dismissed, C.C.A.6th 1938. 

64 Comm’r v. Champion, 78 F.2d 513 (C.C.A.6th 1935); Alfred E. Fuhlage, 32 B.T.A. 
222 (1935), appeal dismissed, Fuhlage v. Comm’r, 79 F.2d 998 (C.C.A.8th 1935). 

65 Bona Allen, Jr., 41 B.T.A. 206 (1940). ; 
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issued stock because of declining business ; ** redemption of a previously 
declared stock dividend which had as its purpose the making of stock 
available to younger executives,*’ or the contemplated retirement of the 
principal stockholder from the business.** Other cases seemed to hinge, 
not upon the existence of a business purpose, but upon the lapse of time 
between the declaration of a dividend and its redemption,” or even the 
absence of artifice." For example, in Parker v. United States," the tax- 
payer bought preferred stock from his brother, who had taken it as a stock 
dividend. The court held that a subsequent redemption was not under 
section 115(g), taking the admittedly paradoxical position that the result 
would have been different had the taxpayer himself received the stock as 
a dividend. 

In most of these cases distributions were out of earnings and were on 
a pro rata basis. However, as frequently as the points were argued in the 
earlier cases, they were held to be immaterial provided the business pur- 
pose, or other governing test, was met.” In Commissioner v. Brown ™ it 
was said: 


The statute does not provide that every cash redemption of shares shall 
be treated per se as a dividend, but only those which because of some circum- 
stance of time and manner are in fact the essential equivalent of a dividend. 


Again, in Patty v. Helvering," the Second Circuit commented : 


Therefore we hold that if redeemed shares have been issued bona fide, section 
115(g) . . . never applies. 


Finally, in De Nobili Cigar Co. v. Commissioner,”* the same Circuit 
stated : 


. . under section 115(g) redeemed shares are the equivalent of dividends 
if and only if the shares were not issued for genuine business purposes. 


66 Albert T. Perkins, 36 B.T.A. 791 (1937). 

67H. S. Asmussen, 26 B.T.A. 878 (1937). 

68 George A. Lembcke, 33 B.T.A. 700 (1935). 

69 August Horrmann, 34 B.T.A. 1178 (1936). 

70 Girard Trust Co. (Stuart Wood Est.), 32 B.T.A. 926 (1926). 

7188 F.2d 907 (C.C.A.7th 1937). 

72 Comm’r v. Brown, supra note 60; Comm’r v. Babson, 70 F.2d 304 (C.C.A.7th 1934) ; 
Hyman v. Helvering, supra note 58; Comm’r v. Straub, 76 F.2d 388 (C.C.A.3rd 1935) ; 
Comm’r v. Ahlborn, 77 F.2d 700 (C.C.A.3rd 1935) ; Comm’r v. Cordingley, supra note 31; 
Comm’r v. Quackenbos, 78 F.2d 156 (C.C.A.2d 1935) ; Comm’r v. Rockwood, 82 F.2d 359 
(C.C.A.7th 1936) ; Orie R. Kelly v. Comm’r, 97 F.2d 915 (C.C.A.2d 1938) ; Hammans v. 
Comm’r, 121 F.2d 4 (C.C.A.2d 1941) ; Malone v. Comm’r, supra note 33; Van Norman 
Co. v. Welsh, 141 F.2d 99 (C.C.A. Ist 1944) ; John P. Elton, 47 B.T.A. 111 (1942). 

78 Supra note 72, 69 F.2d 602, 604 (C.C.A.7th 1934). 

7498 F.2d 717, 719 (C.C.A.2d 1938). 

75 143 F.2d 436, 441 (C.C.A.2d 1944). 
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Even among earlier decisions cases are found which do not square with 
the somewhat superficial approach heretofore outlined. In McGuire v. 
Commissioner ™ large profits had been accumulated for a contemplated 
expansion whick never materialized. They were used to redeem half of 
the outstanding shares. In holding the transaction to be a dividend equiva- 
lent, it was stated: 


Neither artifice, subterfuge, or bad faith need be present to bring a trans- 
action within the meaning of the statute here involved, for as we read the law 
a taxpayer may well act with the utmost good purpose and without evil intent 
and yet his transactions may in effect be the equivalent of the distribution of a 
taxable dividend. 


As early as 1937 the Board of Tax Appeals, considering a transaction 
whereby an indebtedness of the stockholder was cancelled for the redemp- 
tion of his shares, and holding that the transaction fell within section 
115(g), said: ™ 

Subsection (g) embraces any cancellation or redemption of stock, regardless 
of whether it was issued as a stock dividend, if it is made ‘at such time and 
in such manner’ as to make the redemption ‘essentially equivalent’ to the 
distribution of a taxable dividend. 


It was not surprising, therefore, that some courts began to disregard 
the purpose behind the stock issue and to hold that a reduction of shares 
which resulted in a distribution of earnings fell within section 115(g), 
where the transaction was found to fall within the intendment of the 
section."* It had been pointed out in Flanagan v. Helvering: ™ 


But the net effect of the distribution, rather than the motives and plans of 
the taxpayer and his corporation, is the fundamental question in administering 
section 115(g). 


Courts so inclined, therefore, could overlook the fact that there was not a 
pro rata redemption of all stock, upon which considerable reliance had 
been placed in some decisions, and despite that circumstance, hold the 
redemption to have effected a dividend.*® Nor, under this view, was it of 


76 84 F.2d 431, 432 (C.C.A.7th 1936), cert. denied, 299 U.S. 591 (1936) ; see also E. M. 
Peet, 43 B.T.A. 852 (1941). 

77 J. Natwick, 36 B.T.A. 866, 873 (1937). 

78 Bertram Meyer, 7 T.C. 1381 (1946), remanded, 154 F.2d 55 (C.C.A.3rd 1946), rehear- 
ing Bertram Meyer, 7 T.C. 1381 (1947) ; Stein v. United States, 62 F. Supp. 568 (Ct. Cl. 
1945) ; Dunton v. Clauson, 67 F. Supp. 839 (S. D. Me. 1946). 

79 116 F.2d 937, 939-940 (App. D. C. 1940). 

80 McGuire v. Comm’r, supra note 76; J. Natwick, supra note 77; De Nobili Cigar Co. v. 
Comm’r, supra note 75; Alder v. Comm’r, supra note 63; Shelby H. Curlee, Trustee, 
28 B.T.A. 773 (1938); William H. Grimditch, 37 B.T.A. 402 (1942), appeal dismissed, 
C.C.A.8th Oct. 15 1941, C.C.A.7th Oct. 10, 1941, C.C.A.6th Oct. 6, 1941. 
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significance that shares of original issue, rather than stock dividends, were 
redeemed.** Some courts were reaching a point where each situation was 
being viewed on an ad hoc basis and the facts of each case being con- 
sidered in deciding whether it involved a distribution tantamount to a 
dividend.” | 

What seemed to be in order at this point was an authoritative decision 
putting the distribution of earnings as the basic test. Under one of the 
reorganization provisions of the Code a distribution of earnings and 
profits is taxable under section 115(a) if it has “the effect of the distribu- 
tion of a taxable dividend.” ** In Commissioner v. Estate of Bedford 
the taxpayer, pursuant to a plan of recapitalization, exchanged cumulative 
preferred stock for new cumulative preferred, common, and additional 
cash. The corporation did this because, although it had earnings, its books 
showed a deficit. The court held that, since the cash received by the tax- 
payer emanated from earnings and profits, it was taxable as a dividend 
under section 112(c) (2) of the 1936 Act, stating : * 


Under Section 115(a) a distribution out of accumulated earnings and profits 
is a ‘dividend,’ thus confirming the conclusion that a distribution of earnings 
and profits has the ‘effect of the distribution of a taxable dividend’ under 
Section 112(c) (2). 


In Kirschenbaum v. Commissioner,” the facts of which have previously 
been described, it was stated: ** 


. . . we think that Commissioner v. Estate of Bedford, supra, 325 U.S. 283, 
65 Sup. Ct. 1157, has authoritatively overruled the doctrine that the distribu- 
tion of accumulated earnings in the cancellation or redemption of shares can 
never be ‘essentially equivalerit’ to the payment of a dividend, if the shares 
were originally issued for a bona fide corporate purpose: i.e., for a purpose 
other than to evade taxation. What other test will satisfy the language of 
Section 115(g) we need not now attempt to say: perhaps the section covers 
all cancellations or redemptions which result in the distribution of accumulated 
earnings; perhaps there are some purposes for which a corporation may re- 
duce its shares and distribute such earnings and yet the distribution will not 
be ‘essentially equivalent’ to the payment of a dividend. [emphasis added] 


It probably might have been said of the Bedford case that it effectively 
disposed of the proposition that earnings and profits capitalized through a 


81 Hirsch v. Comm’r, 124 F.2d 24 (C.C.A.9th 1941) ; Virginia A. Clayburgh, 43 B.T.A. 
1077 (1941), appeal dismissed, 122 F.2d 411 (C.C.A.9th 1941) (which characterized 
the Patty case, supra note 74, as too broad) ; Dunton v. Clauson, supra note 78. 

82 Fostoria Glass Co. v. Yoke, 45 F. Supp. 962 (N. D. W. Va. 1942); William W. 
Wood III, 2 TCM 1010 (1943). 

88 T.R.C, §112(c) (2) ; Love v. Comm’r, 113 F.2d 236 (C.C.A.3rd 1940). 

84 Supra note 38, 325 U.S. 283, 292 (1945). 

85 Supra note 31. 

86 [bid., 155 F.2d 23, 24-25 (C.C.A.2d 1946). 
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stock dividend, retained their character as capital when later distributed,” 
unless the distribution was in complete liquidation.** The quoted portion 
of the Kirschenbaum opinion seems to cut much deeper, hitting at original 
issues as well as stock dividends, and one writer has characterized it as 
an “unintended extension” of the Bedford doctrine.** However, in Wall v. 
United States,*° as pointed out above, the taxpayer owned half the cor- 
poration’s outstanding stock, bought the other half, and sold the latter 
to the corporation, which paid notes given by the taxpayer to the original 
seller. It was said: * 


If Wall had paid for the stock in cash and then sold the stock to Rosedale 
[the corporation] for the same price, he would clearly have been taxable on 
the latter transaction under Section 115(g) if the payment by Rosedale was 
made from surplus. 





Similar results were reached in Pullman, Inc.®? and Lowenthal v. Commis- 
sioner,** where the holdings redeemed were not of the dividend variety. 

While, under this language, the sole test could be the distribution of 
earnings, it does not necessarily follow that all cases will be so decided. 
The Regulations contain one specific exception.** In L. M. Lockhart a 
partial liquidation was held to have occurred when the taxpayer virtually 
completely liquidated his corporation, leaving it, however, with a drilling 
rig in order to retain the corporate name which he did not wish to lose.” 
In Fred B. Snite,® the stockholders sold some of their shares to the cor- 
poration for sale to its employees under the latter’s plan. The stock was 
held in the treasury and the court found that the amount received was not 
taxable as a dividend under section 115(g). 

Under such cases a partial liquidation, accompanied by a distribution of 
earnings, would still be possible. However, it must appear a good deal 
more cogently than before that the transaction was for corporate rather 
than stockholders’ needs. Perhaps it is a new “business purpose” test 
which is being evolved, this time to be applied to the redemption and can- 


87 Elise W. Hill Estate, 10 T.C. 1090 (1948). 

88 It is submitted that section 115(g) is inapplicable to complete liquidations. L. M. 
Lockhart, 8 T.C. 436 (1946); Boehringer v. Comm’r, 29 B.T.A. 8 (1933), appeal dis- 
missed per stipulation Apr. 17, 1936; H.R. Rep. No. 1, 69th Cong., Ist Sess., Sen. Rep. 
No. 356, 69th Cong., Ist Sess. (1925), supra note 23; Reg. 111, Sec. 29.115-9, supra 
note 57. However, the so-called “Collapsible Corporation” presents a problem in this 
regard. 

89 Note, 20 So. Cauir, L. Rev. 380 (1947). 

90 Supra note 54. 

1 [bid. at 465. 

928 T.C. 292 (1946). 

®3 Supra note 53. 

% Supra note 57. 

95 Supra note 88. 

9610 T.C. 523 (1948), appeal pending, C.C.A.7th. 
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cellation at the terminus, rather than to the initial issuance of the stock 
cancelled or redeemed. It would seem, nonetheless, that the broad lan- 
guage of the Kirschenbaum and Wall cases, quoted above, would give 
pause to any such schemes. 


IV 


In the supposititious case put at the outset, it would seem reasonable to 
conclude that, were one group to sell out to the corporation for cash, so 
that the shareholders ceased to be interested in the affairs of the corpora- 
tion, the transaction would not fall within section 115(g), even if a por- 
tion of the price received constituted accumulated earnings.” Reliance 
upon this apparent safeguard is dangerous, since a redemption of all the 
shares of a particular shareholder may fall within section 115(g), if done 
for the purpose of distributing surplus.** 

Were resort to be had to some type of financing of the corporation 
through the medium of notes, debentures, etc., secured or unsecured, run- 
ning to the retiring stockholders, attention might well be called to Bazley 
v. Commissioner.” In that case the taxpayer and his wife owned all but 
one share of the stock of an engineering corporation. In 1939 $400,000 
in twenty-year debenture bonds were distributed to shareholders in propor- 
tion to their shareholdings and a corresponding reduction in earned sur- 
plus made on the corporate books. The taxpayers contending that a plan of 
reorganization under section 112 had been consummated, the distribution 
of bonds was nevertheless held to be essentially equivalent to the declara- 
tion of a taxable dividend under section 115(g). The Supreme Court 
stated : *°° 


In the case of a corporation which has undistributed earnings, the creation 
of new corporate obligations which are transferred to stockholders in return 
for their former holdings, so as to produce, for all practical purposes, the 
same result as a distribution of cash earnings of equivalent value, cannot 
obtain tax immunity because cast in the form of a re-capitalization— 
reorganization. 


Under this rationale, interest in the affairs of a corporation, which 
appears to be a test under the Regulations, would be effectively retained 
if the shareholder became an obligee. However, the extent of the obliga- 
tion running to him from the corporation would have an important bear- 
ing. Were a large proportion of the purchase price paid outright and a 
comparatively small corporate obligation taken back, his interest would 


97 Supra note 57. 

98 See cases cited supra note 80. 

99 155 F.2d 237 (C.C.A.3rd 1946), aff’d, 331 U.S. 737 bee rehearing denied and prior 
opinion amended, 332 U.S. 752 (1947). 

100 Jbid., 331 U.S. 737, 742. 
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seem negligible. To increase the size of the corporate obligation in pro- 
portion to the cash received would be to give the retiring stockholder such 
a stake in the business that he might be considered as having retained an 
interest. 

The nature of the corporate obligation taken back by the retiring share- 
holders would likewise appear of some significance. Unsecured notes 
would evidence a lesser interest than, let us say, an issue of debenture 
bonds secured by a detailed and onerous deed of trust, because the latter 
would give the creditor an inroad into the business operations of the cor- 
poration which a mere noteholder would not have. So, too, a closely 
secured and conditioned obligation would probably require less indebted- 
ness behind it to justify the conclusion that an interest in the affairs of 
the corporation had been retained. 

When finally agreed upon among the parties, the following provision 
in the Regulations should probably be availed of : *” 





. in all other cases the facts and circumstances should be reported to the 
Commissioner for his determination whether the distribution, or any part 
thereof, is essentially equivalent to the distribution of a taxable dividend. 


There would seem to be small safety in any other procedure. 


101 Supra note 57. 
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Notes 


Are Transfers of Property Pursuant to Separation Agreements 
Gifts? For the purposes of both the estate * and gift ? tax a transfer is with- 
out consideration unless it be for “an adequate and full consideration in money 
or money’s worth.” In connection with the estate tax it is further specifically 


provided that “a relinquishment or promised relinquishment of dower, 
curtesy, or of a statutory estate created in lieu of dower or curtesy, or of 


other marital rights in the decedent’s property or estate, shall not be con- 
sidered to any extent a consideration ‘in money or money’s worth.’”* The 
Supreme Court has held the latter provision equally applicable to the gift 
tax.‘ 

It would seem, therefore, that very few transfers made in consideration 
of the relinquishment or promised relinquishment of marital rights could 
escape the gift tax. However, cases concerning such transfers, at least when 
made pursuant to separation agreements, have created doubt. This doubt con- 
tinues after four recent decisions, one by the Circuit Court of Appeals for 
the Second Circuit * and three by the Tax Court.* The present state of the 
law can best be described as unsettled. 

It was in 1932 that there was added to section 812(b) of the Internal 
Revenue Code the restriction of the phrase “adequate and full consideration 
in money or money’s worth” concerning transfers made in return for the 
“relinquishment of dower, curtesy, or of a statutory estate created in lieu 
of dower or curtesy, or of other marital rights in the decedent’s property or 
estate.” * 

Two of the earliest judicial pronouncements concerning the new statutory 
language were in Estate of Eben B. Phillips * and William Weiser, Executor.® 
Since these decisions are of like import only the latter will be considered. 

A separation agreement made prior to the divorce of the parties provided 
for monthly payments to the wife until her death or remarriage. Upon the 
death of the husband, his estate claimed a deduction of $28,000, which was the 


1LR.C. §812(b). 

2T.R.C. §1002. 

8T.R.C. §812(b). 

# Merrill v. Fahs, 324 U.S. 308 (1945) ; Comm’r v. Wemyss, 324 U.S. 303 (1945). 

5Comm’r v. Estate of Barnard, 49-2 USTC {10,729 (C.C.A.2d 1949). 

¢ William Barclay Harding, 11 T.C. 1051 (1948) ; Norman Taurog, 11 T.C. 1016 (1948) 
Nonacq.; Edward B. McLean, 11 T.C. 543 (1948) Nonacq. 

7™Pub. L. No. 216, 72d Cong. §804 (1932). The committee reports cast little light 
on the significance of the amendment other than to point out its language. H.R. Rep. 
No. 708, 72d Cong., Ist Sess. 47 (1932); Sen. Rep. No. 665, 72d Cong., Ist Sess. 50 
(1932). 

8 36 B.T.A. 752 (1937). 

939 B.T.A. 1144 (1939), aff’d, 113 F.2d 486 (C.C.A.10th 1940). 
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amount allowed the wife by the state court in satisfaction of her right to these 
monthly payments. The contention was made that the consideration for these 
payments was not the release of a marital right in the “decedent’s property or 
estate,” since in Colorado, where the parties were domiciled, there existed 
neither dower nor curtesy. However, the court in disallowing the deduction, 
stated : 7° 


By the terms of the separation agreement the parties recognized mutual 
rights and obligations and set about ‘settling all present and future property 
rights between himself and his said wife.’ In the face of this positive recog- 
nition by and expressed purpose of the parties, we are unable to attach any 
weight in this tax controversy to the fact that the law of Colorado does not 
provide for dower or curtesy. Whatever may be the rule as to dower or cur- 
tesy, certain it is that in the normal incidence of human relations, questions 
of property rights would arise out of the marital status in Colorado as else- 
where. Such rights are real and vital to the parties. They are broader than 
the rights of dower and curtesy and need not be dependent on statute. They 
were recognized by the court in making the allowance. Nevertheless they 
are ‘marital rights’ in the property of the parties. 


However, in the very same year that the Weiser case was decided, the 
Board of Tax Appeals in Edythe C. Young, Executrix ™ found a distinguish- 
ing feature. Because the provisions of the separation agreement were em- 
bodied in the divorce decree, the court allowed the estate to deduct the amount 
paid the wife of the decedent in settlement of her claim to future payments. 
It was found that the claim was not based on the agreement but on the decree, 
and that the wife was in the same position as any other judgment creditor. 

The distinction between a transfer made pursuant to an agreement incor- 
porated in a court decree and one made pursuant to an agreement not so 
incorporated has since been supported by numerous decisions.’* Other deci- 
sions, however, have refused to recognize the validity of the distinction,’* and 
the Tax Court, although it thereafter relied upon it,’* in a recent case clearly 
pointed out the fallacy of the distinction in the following language: ** 


However, if it [Commissioner v. Converse, 163 F.2d 131 (C.C.A.2d 1947)] 
means that no payment in liquidation of a judgment is a taxable gift within 
section 1002, then this court disagrees and, with all due respect, declines 
to follow that opinion. . . . That section expressly provides that transfers in 
excess of an adequate consideration shall be deemed gifts for the purpose of 
the tax. Courts, asked to enforce contracts, do not inquire into the adequacy 
of consideration in cases, such as this, involving no fraud of any kind, but 


10 39 B.T.A. 1144, 1146 (1939). 

11 39 B.T.A. 230 (1939). 

12 Comm’r v. Converse, 163 F.2d 131 (C.C.A.2d 1947) ; Comm’r v. Maresi, 156 F.2d 929 
(C.C.A.2d 1946) ; Fleming v. Yoke, 53 F. Supp. 552 (N. D. W. Va. 1944), aff’d, 145 F.2d 
472 (C.C.A.4th 1944) ; Albert V. Moore, 10 T.C. 393 (1948) ; Estate of Silas B. Mason, 
43 B.T.A. 813 (1941). 

18 Roland M. Hooker, 10 T.C. 388 (1948) ; Clarissa M. Thomson, 6 TCM 822 (1947). 

14 Albert V. Moore, 10 T.C. 393 (1948). 

15 Roland M. Hooker, 10 T.C. 388, 392 (1948). 
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enforce agreements supported by any valid consideration. Congress legislates 
in the light of existing law. It may not be supposed that it intended to pass a 
law which could be circumvented by the clever process of entering into an 
agreement to make a transfer, supported by an inadequate money considera- 
tion, and then making the transfer to satisfy a judgment on the agreement. 
Nor would it matter if, as here, a change of mind occurred after the agree- 
ment and the donor was forced to abide by his earlier agreement. A divorce 
court would certainly not interfere to prevent a father from making greater 
provision for his minor children than the minimum required by law or more 
than the court could require... . 


Of course, a divorce court is no more likely to prevent a husband from making 
greater provision for a wife than the law requires. 

We must agree with Randolph Paul ** that “the mere formal incorporation 
of a separation agreement in the divorce decree is a frail distinction on which 
to base” exemption from taxation of transfers made thereunder. 

Following the decision in Edythe C. Young, Executrix,." there were no 
new important developments until the Tax Court decision in Herbert Jones.*® 
In that case a transfer made pursuant to a separation agreement was held 
not taxable as a gift. The agreement, which settled all support and property 
rights, was not incorporated in the divorce decree. The complaint in the 
divorce action merely alleged that all property rights had been settled and 
the answer admitted this. The Court, however, indicated that the provision 
of section 812(b) providing that a release of marital rights was not considera- 
tion “in money or money’s worth” should not be held applicable to section 
1002 of the Internal Revenue Code. The Court also distinguished between 
the relinquishment of a marital right before or during marriage when the 
spouses are on a friendly basis and a relinquishment incident to separation. 
In the latter situation it stated there would be a dealing at arm’s length and 
no gift. 

The Jones decision was reached despite the earlier holding of the Circuit 
Court of Appeals for the First Circuit in Commissioner v. Bristol ** that the 
meaning of “adequate and full consideration in money or money’s worth” 
was the same under the gift tax as under the estate tax, since otherwise 
property ordinarily taxable to the estate might be transferred inter vivos and 
escape both the estate and the gift tax. 

The Bristol case involved an ante-nuptial agreement whereby in return 
for the woman’s relinquishment of her prospective rights in property worth 
$149,764.50, she received property worth $123,516. The prospective husband 
made the agreement because he wanted the property (stock in a family cor- 
poration) to go to the children of his first marriage. There was no claim that 
the dealings between the parties had not been at arm’s length. The Court 
specifically stated : *° 


16 Paul, FEDERAL EstATE AND Girt TAXATION 610 (1942). 
17 39 B.T.A. 230 (1939). 

18] T.C. 1207 (1943). 

19 121 F.2d 129 (C.C.A.1st 1941). 

20 Jd. at 131. 
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There is no suspicion that the transaction was not in good faith or that 
it was entered into to evade taxes. It was a purely business transaction. 


Yet, the Court held the transfer to the prospective wife taxable as a gift, 
because it was not made for consideration in “money or money’s worth.” ** It 
held section 1002 to mean that “when the transferor gives something away 
and does not at the same time replace it with money of equal value or some 
goods or services capable of being evaluated in money, he is deemed to have 
made a gift within the taxing law.” ** 

In Merrill v. Fahs,?* the Supreme Court cited the Bristol case with approval 
in holding taxable as a gift a transfer made pursuant to an ante-nuptial 
agreement whereby the prospective wife relinquished her rights to the very 
substantial property of her future husband. In so doing the Court stated that 
the estate and gift taxes were in pari materia and consideration was the same 
under section 812(b) as under section 1002. 

At the same time Merrill v. Fahs was decided, the Supreme Court rendered 
its decision in Commissioner v. Wemyss,** wherein it upheld the Tax Court 
to the effect that an ante-nuptial transfer of stock to a prospective bride, a 
widow, was subject to the gift tax where made pursuant to an agreement to 
compensate her for the loss of trust income that she would suffer on remar- 
riage. It held that Congress had dispensed with the test of “donative intent” 
for purposes of the gift tax, and that money consideration must benefit the 
donor to relieve a transfer by him from being a gift. The loss of income or 
other rights by the donee was not sufficient money consideration. 

In August, 1946 there was issued E.T. 19*° which, reversing the former 
position of the Government, held a release of support rights in a separation 
agreement adequate consideration in money or money’s worth. Prior to the 
issuance of E.T. 19, the cases were in conflict on this point.2* The view of 
the Government as to when a release of marital rights is adequate and full 
consideration in money or money’s worth is epitomized in the following lan- 
guage from E.T. 19: 7 


With respect to the transfers made pursuant to legal separation agreements 
or divorce decrees, it is the position of the Bureau that, for both estate and gift 
tax purposes, a release of support rights may constitute a consideration in 
money or money’s worth. Accordingly, to the extent that a transfer does not 


21 Contra: Lasker v. Comm’r, 138 F.2d 989 (C.C.A.7th 1943). 

22121 F.2d 129, 133 (C.C.A.1st 1941). 

23 324 U.S. 308 (1945). 

24 324 U.S. 303 (1945). 

25 1946-2 Cum. But. 166. 

26 For holdings that such release was not consideration in money or money’s worth, 
see Helvering v. U. S. Trust Co., 111 F.2d 576 (C.C.A.2d 1940), cert. denied, 311 U.S. 
678 (1940) and Meyer’s Estate v. Comm’r., 110 F.2d 367 (C.C.A.2d 1940), cert. denied, 
310 U.S. 651 (1940). Contra: Clarence B. Mitchell, 6 T.C. 159 (1946), petition for 
review dismissed, C.C.A.7th, Oct. 7, 1946; Matthew Lahti, 6 T.C. 7 (1946); Herbert 
Jones, 1 T.C. 1207 (1943). 

27 1946-2 Cum. Butt. 166. 
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exceed the reasonable value of the support rights of the wife it is to be treated 
as made for an adequate and full consideration in money or money’s worth. 
The question whether the transfer is in excess of reasonable support rights 
is for the determination of the Bureau. That portion of any transfer which 
is allocable to the release by the wife of her property or inheritance rights is 
to be considered as not made ‘to any extent’ for an adequate and full con- 
sideration in money or money’s worth. 





In its most recent decisions, however, the Tax Court has refused to follow 
determinations of the Bureau pursuant to E.T. 19. In Edward B. McLean,” 
the petitioner had entered into a separation agreement with his wife. The 
agreement, under which the wife relinquished all right of support and main- 
tenance, was later incorporated into a divorce decree. The Commissioner 
taxed as a gift the value, determined by actuarial tables, of the obligation 
under the agreement to support the wife after her remarriage, contending that 
since there was no legal obligation to support a divorced spouse following 
her remarriage, there was no consideration for such payments. 

The Tax Court refused to follow the Commissioner. It found that there 
was no donative intent in the transaction and that the promise to continue 
payments after the remarriage of the wife was only a compromise of her 
demand for a lump sum payment in settlement of all her claims against the 
petitioner. An adequate consideration in money’s worth was found in the 
relinquishment by the wife of enforcible claims against the husband. 

In Norman Taurog,*® the Tax Court again failed to follow the Bureau’s 
application of E.T. 19. The case involved a separation agreement entered 
into between a husband and wife resident in California. The agreement, 
in addition to making provision for the support and maintenance of the 
wife, provided for the equal division of their community property. By the 
agreement, which was to become effective upon the divorce of the parties, 
the husband and wife waived all rights in each other’s property. The divorce 
was obtained in Nevada, the decree approving and adopting the separation 
agreement. There were no specific findings in the decree as to the respective 
property rights of the spouses. 

The Court held that the transfer of half of the community property by 
the husband to the wife was not a taxable gift. It found the transfer to be 
the result of an agreement made at arm’s length and for an adequate consid- 
eration in money’s worth. Some reliance seemed to be placed on the fact 
that the agreement was adopted by the divorce decree. 

In William Barclay Harding,*° the Tax Court, relying on the McLean and 
Taurog decisions just discussed, again refused to tax as a gift property trans- 
ferred pursuant to a separation agreement. The agreement provided for an 
immediate cash payment to the wife of $350,000 in addition to periodic pay- 
ments until she should die or remarry. By the agreement the wife released 


2811 T.C. 543 (1948) Nonacq. 

2911 T.C. 1016 (1948) Nonacq. Compare Rogan v. Riggle, 128 F.2d 118 (C.C.A.9th 
1942). 
8011 T.C. 1051 (1948). 
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all support rights of herself and her children, dower rights, and all other 
marital rights in the husband’s property. There was no evidence that at the 
time the agreement was made divorce was contemplated and it was specifically 
stated to be binding whether or not there was a divorce. In fact, a Nevada 
decree was not obtained until almost two years later. The decree adopted and 
ordered compliance with the agreement. The Commissioner’s contention that 
the immediate cash payment to the wife of $350,000 was taxable as a gift 
was rejected. 

Commissioner v. Estate of Barnard,* recently decided by the Circuit Court 
of Appeals for the Second Circuit, expresses disagreement with the three Tax 
Court holdings just discussed. The decision, reversing the Tax Court,*? holds 
taxable as a gift $50,000 paid by a wife to a husband pursuant to a separation 
agreement under which he relinquished all rights in her property. The Court 
found that the meaning of “adequate and full consideration” must be the 
same for both the estate and the gift tax and, also, that no distinction may 
be made between those transfers made pursuant to ante-nuptial settlements and 
those made under separation agreements. 

The separation agreement in Commissioner v. Estate of Barnard was later 
incorporated in a diverce decree. However, since the $50,000 payment to 
the husband was made under the separation agreement prior to its adoption 
by the divorce decree, the incorporation was held to be of no effect. 


CONCLUSION 


There is much force in the Second Circuit’s criticism of the view of the 
Tax Court, as expressed in its recent decisions, that a transfer of property 
pursuant to a separation agreement and without donative intent is free from 
gift tax regardless of whether the value of the property transferred exceeds 
the reasonable value of the support rights of the wife. The language of sec- 
tion 1002 of the Internal Revenue Code clearly makes taxable as a gift any 
transfer of property to the extent that its value is in excess of any considera- 
tion received in money or money’s worth. The Wemyss and Merrill v. Fahs 
opinions of the Supreme Court foreclose the possibility of holding that the 
release of any marital rights may be full and adequate consideration in money 
or money’s worth. Therefore, to the extent that any transfer made in accord- 
ance with a separation agreement exceeds the value of the support rights 
of the wife, it should be treated as a gift. 

Any attempt to restrict the Wemyss and Merrill v. Fahs decisions to ante- 
nuptial agreements should fail as there is nothing in the opinions to indicate 
such a limitation. The language of section 812(b) of the Internal Revenue 
Code on which the decisions turned applies to the release of marital rights 
at any time. 

As already seen, it seems difficult to justify a distinction between cases 


8149-2 USTC {10,729 (C.C.A.2d 1949). 
$29 T.C. 61 (1947). 
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where the separation agreements were incorporated into court decrees and 
those (such as Wemyss and Merrill v. Fahs) where ante-nuptial agree- 
ments were not so incorporated. A state court seal should not be determina- 
tive of the meaning of consideration under the federal tax statutes. 

It is not to be denied that when the parties to an unsuccessful marriage 
decide to make a property settlement, hard bargaining rather than donative 
intent prevails, but that does not mean that the husband is receiving any 
consideration in money or money’s worth in excess of the support rights 
relinquished by the wife. Certainly under the statutory language there is no 
consideration in money’s worth to the extent that any property settlement 
beyond the value of the support rights is induced by the desire to obtain 
the wife’s consent to a divorce. Equally, there is no such consideration where 
property is transferred because the wife wants to be reimbursed for the loss 
of her potential statutory interest in the husband’s estate through a divorce. 

It is to be hoped that the problems raised by the recent conflicting decisions 
of the Tax Court and the Circuit Court of Appeals for the Second Circuit 
will obtain Supreme Court review. 





—WILLIAM M. Kaptan * 


* Member of the New York Bar; Candidate for J.S.D., New York University School 
of Law. 
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CorPORATE ACCUMULATIONS AND 
Section 102. By J. K. LASSER and 
ROBERT S. HOLZMAN. New York and 
Albany: Matthew Bender & Com- 
pany, Inc., 1949. Pp 273. $6. 


“Corporate Accumulations and 
Section 102” by J. K. Lasser and 
Robert S. Holzman is the first signifi- 
cant book for public consumption on 
the menace of the extra 273 or 384% 
tax for the unreasonable retention of 
corporate profits where the purpose 
is to escape individual stockholder 
surtax. As such it is a’ worthy con- 
tribution to the literature on the sub- 
ject. Corporations have good cause 
to be alarmed over the spectre of sec- 
tion 102 of the Internal Revenue 
Code, because a reasonable amount 
of accumulated corporate profit is an 
evasive and baffling term, and yet the 
burden of proof as to it is on the 
corporation. The current situation is 
particularly ominous because the 
years that are still open for additional 
tax assessments are the lush post- 
war years, and our Government is 
now in dire need of more revenue. 

The scope of the book is well por- 
trayed in its leading chapter head- 
ings: The Nature of the Problem, 
Legislative History, The Cases, Prac- 
tical Application, Analogous Foreign 
Laws, Public Reaction, Beware Mr. 
Director, Bibliography, The “102” 
Cases, The Box Score by Years, and 
Analysis of Decisions by Court. Ac- 
cordingly, this book should appeal to 
the lawyer, accountant, and economist 
as well as to the corporate director. 





After an introductory chapter, the 
book deals with the legislative history 
of section 102. It is very informative 
and helps to make the present ver- 
sion of the statute more meaningful. 
It might have been brought out in this 
connection that the Congressional in- 
tent has always been to impose a 
penalty where corporate accumula- 
tions of earnings were used to avoid 
the imposition of surtax on individual 
and not on corporate stockholders. 

There have been only 93 adjudica- 
tions involving section 102 with a 
score that gives the taxpayers a bare 
majority of victories. About 1400 
tax deficiency notices have been is- 
sued throughout the history of this 
legislation with varying degrees of 
success. Such claims may, contrary 
to the prevailing impression, be com- 
promised. The court decisions have 
been carefully examined by the au- 
thors. They elicit from the cases 19 
grounds that the courts have found to 
be adequate defenses against the as- 
sertion of section 102. The conclu- 
sion must not be drawn that these 
grounds are preventives against the 
section 102 malady. They are such 
only in the given factual ailments. 
It should be emphasized also that the 
taxpayer does not run afoul of sec- 
tion 102 unless it is established that 
the corporation was organized or was 
used for the purpose of evading in- 
dividual stockholder surtax and that 
the corporate accumulation of earn- 
ings and profits was unreasonable. 
The corporation must present a clear 
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preponderence of evidence to prove 
either that the actual intent was other- 
wise or that the retention of profit 
was reasonable. Though several of 
the cases treat this matter of intent, 
it is ordinarily ignored by tax practi- 
tioners to the detriment of their 
clients. 

The reviewer has found for ex- 
ample that adequate proof of an in- 
tent to depress the price of stock as 
part of a plan to acquire minority 
interests cheaply and to frustrate an 
estranged wife’s demands for funds, 
stood him in good stead in defending 
a taxpayer’s conservative dividend 
policy in a section 102 tax contro- 
versy. 

He has also discovered that reliance 
on the adjudicated cases is disappoint- 
ing. First, these cases as reported do 
not disclose all the facts, and sec- 
ondly, they are poor precedents be- 
cause no two sets of facts are identi- 
cal. In brief, section 102 controver- 
sies are factual in nature, and the 
adjudications pertaining to them con- 
tribute little significant case law. The 
success of a section 102 defense turns 
much more on the adequacy of the 
factual preparation within the pur- 
view of the statute and regulations 
than in the finding of a case on all 
fours, because section 102 cases are 
irreconcilable as to facts. 

The usual defense to the Trea- 
sury’s proposed assertion of section 
102 is the establishment of the rea- 
sonableness of accumulations of earn- 
ings and profits. The Treasury has 
been countering it by urging that only 
actual commitments for corporate 
programs establish conclusively the 
intent and the reasonableness of ac- 
cumulations, granted that such proof 
would be conclusive. It does not fol- 
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low, however, that proof short of 
that necessarily renders a corporation 
liable under section 102. 

The chapter on public reaction to 
section 102 presents diverse opinions. 
The primary cleavage is between the 
point of view of labor and that of 
management. The former approves 
the activation of the enforcement of 
section 102 with little changes. The 
latter endorses the underlying con- 
cept, but it in turn is divided as to 
proposed provisions of new legisla- 
tion. 

It is altogether too common a belief 
that section 102 is the concern of the 
relatively small and not the relatively 
large corporations. This misconcep- 
tion has grown up in part from a 
study of the adjudicated cases. It 
seems to the reviewer? that, ignor- 
ing the contrasting numbers of cor- 
porations in the two categories, the 
converse may be true and that the 
smaller ones should be less vulnerable 
than.some larger ones. The smaller 
corporations have always been much 
more dependent upon their own re- 
sources for operational and expansion 
programs because they have always 
found it more difficult to procure 
bank loans and public funds. This is 
borne out by the nation’s dividend 
policies according to corporate asset 
size arrived at from the basic data 
supplied by the Treasury’s own Sta- 
tistics of Income: ? 


1The reviewer’s comments that follow 
are not to be construed as adverse criticisms 
of the authors’ book. After all, these com- 
ments are not within its scope and objec- 
tive. They should be regarded rather as 
effusions of the reviewer which he would 
like to impose on his readers. 

2 See Landman,,Concepts of Section 102, 
26 Taxes 19 (1948). 
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PERCENTAGE RETENTION OF Net Prorits AFTER TAXES 
CorporATIONS WITH Net INcomE, 1931-1942 
(Assets Size Classes in Thousands of Dollars) 
$50,000 
Under $50- $100-  $250-  $500- $1,000. $5,000- $10,000- and 
Year $50 100 250 500 1,000 5,000 10,000 50,000 above Classes 
1931 57.3 478 391 32.1 26.4 21.5 13.9 11.1 3.7 96 
1932 39.9 31.5 316 288 26.1 20.8 12.6 76 894 43 
' 1933 64.0 665 614 613 56.5 47.1 39.4 222 2.54 24.0 
, 1934 53.7* S71 526 455 349 258 28:5 3.5 139 197 
1935 56.4 520 485 445 347 282 205 8.0 198 23.0 
1936 35.8 2BA. .28.. 227... 2B 2o9.-.223 15.6 49 15.1 
P 1937 30.4 29.4 24.1 226 232... m2 ...e07 16.0 8.3 15.1 
1938 50.6 43.43 83 HSB B85 27 16.8 7.3 19.2 
1939 62.0 63.1 55.6 46.1 4.6 378 339 242 18.3 288 
1940 62.2 59.2 564 512 50.1 44.3 390 30.1 22.3 33.2 
1941 71.4 728 679 629 595 S22 ..452.. 357...29a 41.4 
1942 78.7 764 715 663 628 589 56.6 514 495 546 
1943 78.1 75.2 689 652 624 60.3 57.1 52.2 544 57.1 
j Average 57.0 54.9 50.0 453 419 365 31.8 226 18.7 26.5 


* This item represents only nonfinancial corporations because of the abnormal dividends paid by 
financial corporations of this size in 1934. 
4 An excess of dividends over net profits after taxes. 


Furthermore, American economic 
life in the 20th century is charac- 
terized by what appears to be a para- 
dox of great concentration of wealth 
and even greater dispersion of stock 
ownership. The Temporary National 
Economic Committee published in 
1940 a study entitled Distribution of 
Ownership in the 200 Largest Non- 
financial Corporations, which deals 
with this very phenomenon as it pre- 
sented itself in the year 1937. It con- 
cludes that three families had share- 
holdings valued at nearly $1.4 bil- 
lions, which directly or indirectly 
gave them control over 15 of the 200 
corporations with aggregate assets of 
over $8 billions, or more than 11% 
of their total assets. Thirteen family 
groups, including these three, with 
holdings worth $2.7 billions, owned 
over 8% of their aggregate stock. 
Only one-half of the large sharehold- 
ings of individuals was owned out- 





right. The other half was possessed 
by trust funds, estates, and family 
holding companies. In about 80 of 
these corporations, one or several 
families exercised either absolute con- 
trol by virtue of the ownership of a 
majority of the voting securities, or 
working control through the owner- 
ship of a substantial minority of vot- 
ing stock. About 60 more of them 
were controlled by one or more other 
corporations. Thus, in only the re- 
maining 60 of them is there no evi- 
dence of a small group of dominant 
security holders. 

This Government study concludes 
further that the financial stake of the 
officers and directors in their own cor- 
poration was relatively small. They 
owned 6% of the common stock and 
slightly over 2% of the preferred 
stock of these 200 corporations. One- 
half of them owned securities having 
a market value as of September 30, 
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1939 of less than $20 thousand per 
individual. There were only 245 
cases—or slightly more than 1 per 
company—in which a single officer or 
director held stock worth more than 
$1 million in his corporation. But 
these few cases accounted for 87% 
of the aggregate value of holdings of 
all officers and directors. Most of the 
large holdings were found to be in 
the hands of officers or directors who 
represented dominant or controlling 
family groups. 

What concerns us most about this 
Government study, whether or not we 
agree with its theorizing, or whether 
or not we believe the proportions 
have changed since 1937, is that in the 
average corporation of this group the 
majority of the voting power was 
concentrated in the hands of not much 
over 1% of the stockholders. Yet 
these minorities apparently made the 
dividend and other policies of these 
corporations. Such small groups can 
exercise this power by owning a ma- 
jority of the voting stock of corpora- 
tions, or by having determinative con- 
trol over boards of directors through 
voting trusts, trust certificates, cumu- 
lative voting, and direct or indirect 
persuasive methods. The Trico Prod- 
ucts Corporation case* is authority 
for the proposition that section 102 
may apply even if only a group of 
stockholders escape surtax by the con- 
servative dividend policy. 

The repetition here of the Govern- 





$169 F.2d 343 (C.C.A.3rd 1948). 
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ment’s findings is not to be inter- 
preted as an indictment or as a de- 
fense of the nation’s economic struc- 
ture. Its purpose is first to dispel the 
smug and erroneous notion that sec- 
tion 102 is the problem exclusively of 
the small corporation. Secondly, it 
is to apprise those who are in indirect 
economic control of large and the 
many more small corporations, of the 
section 102 implications of their posi- 
tions. The Government is well in- 
formed and buttressed by private and 
other studies on the concentration of 
wealth, the simultaneous diffusion of 
stock ownership, and the indirect con- 
trol of corporations by minority 
stockholders. 

The authors’ concluding chapter on 
the liabilities of directors in the mat- 
ter of section 102 tax assessments 
against their corporations is timely. 
The recent Trico Products Company 
case exploded the idea that directors 
could not be held answerable to stock- 
holders in these situations. The dam- 
aged stockholders were reimbursed by 
the directors to the extent that the 
latter were held responsible for main- 
taining a selfish dividend policy that 
resulted in the imposition of sec- 
tion 102. 

The authors are to be commended 
for the literary style and scholarship 
that they employed in achieving their 
goal of apprising businessmen of the 
tax dangers in the statute. 

—J. H. LanpMan * 


*Member of the New York Bar, and 
partner in Sher, Roeder & Landman. 
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Tax PRacTITIONERS Forum. By 
SIDNEY B. GAMBILL, ET AL. Pitts- 
burgh: University of Pittsburgh 
Press, 1948. Pp. 186. $2.00. 


“Tax Practitioners Forum” is the 
published account of six lectures on 
current federal tax problems of in- 
terest to tax lawyers and accountants. 
This forum must be considered with 
an appreciation of its purpose, i.¢., the 
presentation of essentially informal, 
substantially informative talks to tax 
practitioners. As a forum, it is an- 
other laudable example of the ever- 
increasing interest in post-admission 
education. 

The selection of subject-matter for 
this forum properly emphasized prac- 
tical hints and recent developments 
not readily available to the harassed 
practitioner. The development of 
such subject matter in a speech is not 
usually intended to explore the nice- 
ties of legal theory. It is presumed 
that the forum audience can quench 
their thirst for such information from 
written sources. Therefore, it would 
seem that the purpose—if “purpose” 
is required in this field—for publish- 
ing the complete account of such a 
forum is the commendable desire to 
make these practical, non-academic 
talks available to the tax bar. At any 
rate, that is, in the main, the net effect 
of the praiseworthy efforts of the 
University of Pittsburgh. 

Of the six lectures, the first one, 
entitled “Practical Considerations in 
Federal Tax Procedure” by Sidney 
B. Gambill, extends through one-third 
of the book. It is undoubtedly one of 
the finest, best organized, most read- 
able short summaries of tax proce- 
dufe to be found. Instead of an arid 
discussion on how to follow the red 
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tape through the Treasury labyrinth, 
Mr. Gambill packs a wealth of infor- 
mation in his short lecture on Bureau 
practices so that the practitioner can 
make an intelligent evaluation of 
when, where, and how to seek ad- 
ministrative remedies. Mr. Gambill 
then goes on to describe the judicial 
procedure once administrative relief 
is either foreclosed or spurned. Tax 
Court procedure is amply discussed 
and contrasted with that of District 
Court and Court of Claims and the 
lecturer does not fail to include a 
summary of appellate procedure. 

Professor Robert D. Ayars’ lecture 
on “Unreasonable Accumulations of 
Surplus” is not within the informal 
pattern of published forum proceed- 
ings. It is a thoughtful, footnoted ar- 
ticle on the case law dealing with 
the corporate director’s “boogie- 
man.” It is an excellent analysis, 
which serves to delineate the “off- 
limits” areas to counsel for fattening 
corporations. 

Mr. Bachrach’s short lecture on 
“Deductions: Income or Estate” 
deals with the somewhat fine point 
whether deductions available to an 
estate on the estate tax return under 
section 812(b) should be claimed on 
the estate’s income tax return pur- 
suant to section 23(w). 

Mr. Ruslander’s paper on “The Re- 
vised Clifford Regulations” contains 
amazingly long quotations from court 
opinions and a somewhat wordy dis- 
cussion of his personal experiences 
with the Clifford rule. The author 
does not enlighten his audience as to 
what revisions to the Clifford regula- 
tions were thought necessary by the 
Commissioner, and this oversight de- 
prives his message of much of its 
importance. ~ 
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“Tax Problems in Incorporating a 
Partnership or an Individual Proprie- 
torship,” by R. K. Conrad, is ideal 
subject-matter for a forum and pre- 
sents a well organized analysis of the 
factors that must be considered in 
evaluating the tax benefits of incor- 
poration. 

Mr. Robert C. Brown struggled 
manfully with the most difficult topic 
of the series, “Recent Developments 
in Federal Tax Laws.” His was the 
task of summarizing the impact of 
the Revenue Act of 1948 on income, 
estate, and gift taxation To the prac- 
titioners in his audience, his lecture, 
delivered a few days after enactment 
of the Act, must have served as an 
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excellent introduction to its complexi- 
ties. 

In summary, the University of 
Pittsburgh, the Allegheny County 
Bar Association, and Pennsylvania 
Institute of Certified Public Account- 
ants are to be congratulated on their 
contribution to post-admission educa- 
tion. The published account of the 
forum proceedings contains many ex- 
cellent discussions on practical and 
recent problems, which make the 
book, on the whole, a valuable accre- 
tion to tax literature. 

—Ltoyp GrorGE Sott * 


* LL.M. in Taxation, New York Univer- 


sity School of Law; member of New York 
Bar, associated with Rosenman, Goldmark, 
Colin & Kaye. 
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Selected Tax Reading* 


CHURCH AND SPIEGEL CASES: MEANING OF A TRANSFER EFFECTIVE AT 
DeaTH, THE. Note, 49 Col. L. Rev. 533 (April, 1949). 

CHURCH AND SPIEGEL Cases: SEcTION 811(c) Gets A NEW LEASE ON LIFE, 
Tue. By Boris I. BitrKer. 58 Yale L. J. 825 (May, 1949). 

CoRPORATE ACCUMULATIONS AND SEcTION 102. By J. K. Lasser AND 
Ropert S. Horzman. Albany: Matthew Bender and Co. Inc., 1949. 
Pp. v, 273. $6.00. 

CoRPORATE REORGANIZATIONS. By ARNOLD R. Baar. 27 Taxes 697 (August, 
1949). 

DERIVATIVE ACTIONS ARISING FROM PAYMENT OF PENALTY TAXES UNDER 
Section 102. Note, 49 Col. L. Rev. 394 (March, 1949). 

EsTaTE TAXATION AND Livinc Trusts: THE CHURCH AND SPIEGEL DEcI- 
sions. By CuHarues Looker. 49 Col. L. Rev. 437 (April, 1949). 

FEDERAL EsTATE TAX CONSEQUENCES OF AGREEMENTS AND OPTIONS TO Pur- 
CHASE Stock aT DeatH. By THEoporE Ness. 49 Col. L. Rev. 796 
(June, 1949). 

FEDERAL EstaTE TAXES AND PHILANTHROPIC BEQueEsts. By C. LOWELL 
Harriss. 57 J. Pol. Econ. 337 (August, 1949). 

FEDERAL TAXATION FOR THE Lawyer. By Houstin Suockey. New York: 
Prentice-Hall, Inc. Pp. xii, 396. $5.00. 

IMMUNITY FROM SUBPOENA OF TAXPAYER'S REcorps. By HAarotp KAMENS 
AND WILLIAM ANCIER. 27 Taxes 639 (July, 1949). 

INCOME TAX ADMINISTRATION. Symposium conducted by The Tax Institute, 
Inc. 1949. Pp. xx, 449. $6.00. 

LIQUIDATION OF SUBSIDIARIES UNDER SECTION 112(b) (6), Tue. By Joun A. 
BusTernp. 58 Yale L. J. 1050 (June, 1949). 

Major Tax ProsB_eMs OF 1948: PROCEEDINGS OF THE TAX INSTITUTE, UNI- 
VERSITY OF SOUTHERN CALIFORNIA SCHOOL oF Law. Edited by Lours M. 
Brown. New York: Prentice-Hall, Inc., 1949. Pp. x, 452. $10.75. 

1949 RELEVANCE OF THE REVENUE REVISION BILt or 1948, Tue. By R. W. 
Wates. 62 Harv. L. Rev. 957 (April, 1949). 

PREFERRED Stock “Bait Outs” AND THE INCOME Tax. By ApbRIAN W. 
DeWrnp. 62 Harv. L. Rev. 1126 (May, 1949). 

PURCHASE AND SALE OF A CoRPORATE Business. By Davin Stock. 27 
Taxes 627 (July, 1949). 

TAXATION OF CopyriGHT. By Paut Gitiin. 27 Taxes 503 (June, 1949). 

Tax CONSEQUENCES OF DEFERRED COMPENSATION PLANS. Note, 49 Col. L. 
Rev. 376 (March, 1949). 

Tax CONSEQUENCES OF THE DISPOSITION OF PROPERTY SUBJECT TO AN 
UnassuMeED MortcaceE. Note, 49 Col. L. Rev. 845 (June, 1949). 
TAXING UNSETTLED INCOME: THE “CLAIM oF RIGHT” Test. Comment, 

58 Yale L. J. 955 (May, 1949). 


* Compiled by Sydney Prerau and Irving Schreiber of the New York Bar. 
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Taxpayers’ Rulings 
J. P. WENCHEL 


Wine federal taxes were far from unknown prior to 1913, the 
adoption of the Sixteenth Amendment in that year marked the real 
beginning of the present-day law of taxation. In the more than thirty- 
five years that have elapsed since that event, the statutes have grown from 
a few simple enactments to several hundred sections which attempt to 
establish the rules governing the taxability of a myriad of transactions. 
The regulations issued with respect to many of the Internal Revenue Code 
sections contain even more detailed rules, explanations, and examples. 
Decisions by the Board of Tax Appeals and the Tax Court now fill almost 
sixty volumes. The decisions of other federal courts on tax matters if 
separately printed would fill many more, and the Bureau of Internal 
Revenue has published additional rulings and interpretations that now 
occupy still more shelf space. 

This mass of tax material not only indicates the importance of taxes 
in our time, but also bespeaks the difficulty of applying the tax laws to 
our affairs. Over the years many problems have been settled, but for each 
of these one or more new problems have arisen. This is not by way of 
criticism of our federal tax structure. Improvements have always been 
and will continue to be made, but since taxes affect so many phases of the 
everyday life of our complex society, any attempt to provide in advance 
for every possible situation that might arise would be doomed to failure 
from the start. 

Under these conditions it would appear to be the proper function of 
those charged with the administration of our federal tax laws, to extend 
all possible aid to the taxpaying public. That this policy has been con- 
sistently adhered to is in no small measure responsible for the present 
healthy condition of our federal tax system. Examples are almost un- 
limited in number, but prominent among them are the embodiment of the 
widely-scattered tax statutes into the Internal Revenue Code, the de- 
centralization of many of the component parts of the Bureau of Internal 
Revenue, and the ever-increasing amount of help given each year to 
taxpayers. 

J. P. WENcHEL, formerly Chief Counsel of the Bureau of Internal Revenue, is a mem- 
ber of the firm of Wenchel, Tannenbaum & Nunan, Washington, D. C. 
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Included in the latter category are the efforts made to improve and 
simplify tax forms, the issuance of instruction sheets and pamphlets, the 
designation of Bureau agents to help taxpayers make out their returns, 
and the issuance of rulings to taxpayers upon specific questions. 

As to taxpayers’ rulings, one word of caution must be injected at the 
outset. The Bureau does not and should not be expected to practice tax 
law. Our tax system would not be what it is today without an attitude 
of cooperation on the part of the Bureau and the Treasury Department, 
but it could not be expected even to survive if taxpayers and their tax 
advisors did not answer for themselves the majority of tax questions 
which arise. The line of demarcation is not always easy to ascertain, but 
common sense prescribes the general boundaries. In general, then, it may 
be said that if the Bureau is able to do so, it will give help by way of a 
special ruling to a taxpayer who really needs it, and it is the purpose of this 
article to outline briefly some of the situations in which the Bureau will 
proceed in this fashion, the types of matters upon which the Bureau will 
not rule, the binding effect of such rulings, and certain suggestions to be 
considered with respect to methods of preparing requests and their 
presentation to the Bureau. 





I 


The term “taxpayer’s ruling” is used herein to denote a statement in 
writing, normally in letter form, by the Commissioner of Internal Revenue 
or a Deputy Commissioner setting forth the position of the Bureau with 
respect to a specific tax problem or problems of a specific taxpayer or 
taxpayers. Revenue agents and other representatives of the Bureau often 
give oral advice to taxpayers, but taxpayers cannot rely with impunity 
upon such representations or statements.* Also excluded from the term 
are published rulings of the Bureau, which set forth in general the 
Bureau’s position with respect to a particular problem. The Bureau will 
follow these rulings in a particular case only when the facts of that case 
present the same question of tax law. Finally, for the sake of clarity, there 
should be distinguished that type of agreement which is sometimes loosely 
referred to as a “ruling” but which is nothing more than a settlement 
between a taxpayer and an agent or a disposition of a pending case by 
an agent. 


1 While the argument of reliance may have some appeal (see Buttgenbach v. Comm’r, 
63 F.2d 630 (C.C.A.5th 1933)), it normally affords no protection in litigation, F. E. 
McGlone, 22 B.T.A. 358 (1931), aff’d sub nom. Burnet v. Burns, 63 F.2d 313 (C.C.A.8th 
1933) ; Comm’r v. Duckwitz, 68 F.2d 629 (C.C.A.7th 1934) ; Comm’r v. Brouillard, 70 F.2d 
154 (C.C.A.10th, 1934) ; Darling v. Comm’r, 49 F.2d 111 (C.C.A.4th 1931), cert. denied, 
283 U.S. 866 (1931) ; Ross v. Comm’r, 129 F.2d 310 (C.C.A.5th 1942). 








Seam one 

















1950] TAXPAYERS’ RULINGS 107 


Taxpayers’ rulings are generally unpublished, although occasionally one 
will be published in the Internal Revenue Bulletin, after the usual deletion 
of names or other identifying material, if the Bureau officials believe it 
to be of sufficient general importance. 

All taxpayers’ rulings, whether published or unpublished, are of three 
types: rulings requested by and addressed to revenue agents but dealing 
with specific problems of specific taxpayers; rulings requested by and 
issued to taxpayers as to consummated transactions ; and rulings requested 
by and issued to taxpayers as to prospective transactions. 

The first type of ruling is issued when an agent, in doubt as to the 
proper disposition of a pending case, asks the Bureau in Washington for 
advice. At one time this procedure resulted in a dilemma for the tax- 
payer in a case where the decision was adverse. The taxpayer could not 
argue his case in Washington because he would there be told that the case 
was in the field. Attempts to argue with the agent in the field, who had 
in his hand written instructions from his Washington superiors, were, of 
course, unsuccessful. For some time now, however, a more satisfactory 
practice has been followed. The official position of the Bureau is set 
forth in Commissioner’s Mimeograph 6293* which states in part as 
follows: 


1. (a) When, during the course of examination of an income, profits, 
estate, or gift tax return, the internal revenue agent in charge of the field 
division having jurisdiction of a case decides that it involves an issue requiring 
technical advice from the Bureau, the taxpayer or his representative should, 
except as provided in paragraph 4, be advised by the internal revenue agent 
in charge (1) that he proposes to refer the issue to Washington for advice 
and (2) that if the taxpayer or his representative so desires, a hearing will 
be granted in Washington, in the event of an adverse decision, before a 
representative of the Deputy Commissioner of the Income Tax Unit or a 
representative of the Deputy Commissioner of the Miscellaneous Tax Unit, 
depending upon the character of the case involved. The taxpayer should be 
afforded an opportunity to submit, within a specified number of days, a brief 
of the facts, law, and arguments, which brief will be transmitted to Wash- 
ington as an attachment to the letter requesting advice on the issue.* 


It is to be noted that whether the agent asks for advice is a matter en- 
tirely within the discretion of the agent. A taxpayer cannot demand that 
the agent refer his case to Washington. 

In dealing with rulings as to consummated transactions a distinction 
must be immediately drawn between questions relating to taxable years 


2 1948-2 Cum. Butt. 59. 

3 Representatives of the Bureau in Washington normally do not go into the field to 
confer on cases of this type. Such trips are made by Washington personnel where deter- 
minations of tax liability are agreed to by taxpayers and subsequently are disapproved on 
post-review in Washington. As to the latter, see Mim. 6125, 1947-1 Cum. Butt. 40. 
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for which returns have been filed and those relating to years for which 
returns have not been filed. As to the former, Commissioner’s Mimeo- 


graph 4963 * states: 


3. A request received from a taxpayer or his representative for a ruling 
on a question involving an issue in a return or returns filed for a year or years 
with respect to which the period of limitation on assessment or refund of 
income or excess-profits taxes has not expired will be referred to the internal 
revenue agent in charge having jurisdiction of the return or returns for 
appropriate action on the request and consideration in connection with the 
examination of such return or returns. It is not intended, however, in such 
cases to prevent the internal revenue agent in charge from seeking advice or 
information from Washington before taking action. 


The Bureau will issue a specific ruling “upon requests of taxpayers or 
their representatives on questions relating to the character and extent of 
tax liabilities resulting from consummated transactions affecting a return 
to be filed. . . .”° Although no statistics are available, it is believed that 
most of the rulings issued by the Bureau are of this type. Many, if not 
most, of these involve questions which are, from the Bureau’s standpoint, 
relatively easy to answer, but numerous requests come into the Bureau via 
this route which pose extremely difficult problems. 

Occasionally a problem will arise which involves both a year for which 
a return has been filed and a year for which a return has not been filed. 
Suppose, for example, that in 1948 a taxpayer established for his family 
a trust over which he reserved certain powers. The Bureau will refuse to 
rule on the question as to whether the, 1949 trust income is or is not 
taxable to the grantor even though returns for 1949 have not been filed, 
upon the ground that the year 1948, involving the same issue, is under the 
exclusive jurisdiction of the revenue agent. 

The third type of ruling, that is, the ruling as to a prospective transac- 
tion, has grown in importance and frequency as the tax rates have gone up. 
If Utopian conditions prevailed, any taxpayer should be able, if he so 
desires, to go to his Government and say “I propose to do thus and so, but 
before I proceed I would like to be informed as to the tax consequences 
thereof.” In some respects, it has been the Bureau’s practice to attempt 
an approach to this ideal condition even though its published statements 
on the subject are restricted to a narrower range. Mimeograph 4963 
supra, states in part as follows: 

2. Rulings will be made on prospective transactions only where the law or 


regulations provide for a determination by the Commissioner of the effect of 
a proposed transaction for tax purposes, as in the case of a transfer coming 


4#1939-2 Cum. But. 459. 
5 Mim. 4963, 1939-2 Cum. Butt. 459. 
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uxder tue provisions of sections 1250-1253 of the Internal ‘Revenue Code, 
or an exchange coming under the provisions of section 112(i) of the Internal 
F.evenue Code, or in connection with the execution of a closing agreement 
under the provisions of section 3760 of the Internal Revenue Code with 
respect to a taxable period ending subsequent to the date of the agreement. 
The Commissioner will exercise his discretionary power to enter into a closing 
agreement for a taxable period ending subsequent to the date thereof only 
where such exercise is in the interests of a wise administration of the revenue 
system. The established policy of the Bureau in not complying with requests 
for rulings on prospective transactions will continue to be followed except in 
the instances hereinabove provided. 

Sections 1250-1253, inclusive, of the Internal Revenue Code impose a 
tax upon certain transfers of property by citizens or residents of the 
United States to foreign corporations, trusts, etc., unless it is established 
to the satisfaction of the Commissioner that the transfer is not in pur- 
suance of a plan having as one of its principal purposes the avoidance 
of federal income taxes. Similarly, certain of the taxfree exchange pro- 
visions of section 112 of the Code are made inapplicable by section 112(i) 
to exchanges involving foreign corporations, unless the Commissioner has 
been satisfied in advance that the avoidance of taxes is not one of the 
principal purposes of the exchange. 

The Commissioner’s discretionary power to enter into closing agree- 
ments pursuant to the provisions of section 3760 of the Code opens up a 
much broader field for advance clearance to the taxpayer about to enter 
into a transaction. Rulings are issued as to prospective transactions in 
connection with closing agreements which are approved by the Secretary, 
Under Secretary, or an Assistant Secretary of the Treasury. Moreover, 
the practice has developed of issuing rulings in cases where closing agree- 
ments could be but are not requested. The Commissioner, in issuing rul- 
ings in many situations other than those covered specifically by Mimeo- 
graph 4963, does so “in the interests of a wise administration of the 
revenue system.” The granting of such rulings is good government 
policy. It operates to increase the public good will which is essential to a 
self-assessing tax system. It also serves to focus the attention of the 
Bureau in Washington on important new problems as a result of which 
an overall policy can many times be developed for the guidance of per- 
sonnel in the field. The policy of the Bureau in practice thus serves the 
interest of both the Government and the taxpayer. 


II 


Rulings have been issued to taxpayers in a wide variety of cases. 
Typical subjects include reorganization and recapitalization problems 
arising under the provisions of section 112 of the Code, partial liquidations 
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under section 115, the status of organizations seeking exemption under 
section 101, qualification of pension trusts under section 165,° numerous 
questions with respect to the application of excise taxes, and many others. 
There are, in fact, few subjects of taxation, phases of which have not at 
some time been covered in a ruling issued to a taxpayer, and for this 
reason it is more useful for the purpose of this discussion to focus 
attention upon those situations in which rulings will not be issued. 

A ruling will not be issued which determines a question of fact. The 
Bureau in Washington has neither the facilities nor the time to make the 
investigations involved in such a determination. Accordingly, it will not 
rule on factual questions of valuation or intent, the reasonableness of 
expenditures, whether a corporate accumulation is excessive, or on other 
similar questions. In some cases where both questions of fact and ques- 
tions of law are presented in a request for ruling, the Bureau may some- 
times rule on the legal question alone, based upon an explicitly stated 
assumption that certain facts on further examination will be found to be 
as stated. It has on other occasions, but only rarely and under special 
conditions, set forth its conclusions in the alternative, the ultimate result 
depending upon a later resolution of the questions of fact. 

Rulings are not issued on hypothetical questions or to tax representa- 
tives for the benefit of undisclosed taxpayers. Requests for rulings must 
concern a definite taxpayer and must relate to a definite set of facts or 
to a definite proposed course of action. It goes almost without saying 
that a taxpayer cannot merely set forth the general outline of what he 
hopes to accomplish and then expect the Bureau to advise him as to the 
cheapest method taxwise of carrying out those objectives. 

Another situation encountered by the Bureau from time to time con- 
cerns requests for rulings on what may be termed “continuing”’ transac- 
tions. As of the time the request is made, the facts may be such that the 
tax consequences are favorable to the taxpayer. But if the facts are 
susceptible of change, the tax consequences may also change. Accordingly, 
with few exceptions, it appears to be the policy of the Bureau not to give 
rulings in this type of case. 

The Bureau will also refuse to rule on matters which involve un- 
determined policy questions, whether they be those of the Bureau itself or 
of the Federal Government in general. Thus, if the Department of Justice 
is currently engaged in attacking what it considers to be a monopoly, it 
is expecting too much to ask the Bureau to exercise its admiuistrative 
discretion and grant a favorable ruling with respect to a proposed course 
of action contrary to the position of the Department of Justice. Similarly, 





® The power to issue rulings with respect to pension trusts is now delegated to the 
various Internal Revenue Agents in Charge. ‘ 








— 








——~ 
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it is futile to ask the Bureau for a ruling on a specific matter if the result 
desired is contrary to that being urged by the Bureau in pending litigation. 
Requests for rulings often run into trouble because of considerations by 
the Bureau and the Treasury of overall policy. It frequently happens that 
one or more cases will be decided by the courts in a manner inconsistent 
with each other * or contrary to existing Bureau policy, or it may be that 
the Bureau is awaiting a decision on a particular question from the 
Supreme Court.® In other cases the Bureau may find, after a period of 
experience in a particular field of taxation, that it is necessary to review 
its general policy on the subject. Again, new circumstances may develop 
or some new method of business may have been adopted by a number of 
taxpayers which require overall consideration.’ In all of these situations 
the Bureau generally finds it necessary to consider not only the particular 
facts presented to it by an individual taxpayer, but also many other facts 
arising out of somewhat similar cases before taking action on an individual 
case. In such situations the taxpayer often finds that his request will not 
be acted on for what may appear to him to be an unreasonably extended 
period of time. 


III 


The question is often asked in matters involving income, estate, or gift 
taxes, “Assuming that the Bureau will issue a favorable ruling, of what 
value is it?’ The simple answer is that although the Bureau is not legally 
bound by its rulings, it will nevertheless honor them. 

The present-day policy can be considered to some degree an outgrowth 
of the famous Couzens case.*° The taxpayer in that case was one of the 
early investors in the Ford Motor Company. In 1919, after a period of 
protracted dispute and litigation between Henry Ford and the minority 
stockholders, an offer was made to buy out the minority interests at an 


7 Compare, for example, the recent split of authority as indicated by Cumberland Public 
Service Co. vy. United States, 83 F. Supp. 843 (Ct. Cl. 1949) and Kaufmann vy. Comm’r, 
175 F.2d 28 (C.C.A.3rd 1949), both purporting to follow Comm’r y. Court Holding Com- 
pany, 324 U.S. 331 (1945). 

8 In 1947 action upon certain types of requests for rulings was withheld by the Bureau 
pending the decisions of the Supreme Court in Bazley v. Comm’r, 331 U.S. 737 (1947) 
and Adams v. Comm’r, 331 U.S. 737 (1947). 

® Following the decisions in Helvering v. Sprouse, 318 U.S. 604 (1943) and Strass- 
burger v. Comm’r, 318 U.S. 604 (1943), preferred stock dividends were generally 
approved by the Bureau. Later, believing that preferred stock dividends offered a 
method, in certain circumstances, for ultimately funneling accumulated earnings out of 
corporations at capital gain rates, the Bureau deemed it advisable to limit its former 
position. See Darrell, Recent Developments in Nontaxable Reorganizations and Stock 
Dividends, 61 Harv. L. Rev. 958 (1948) ; DeWind, Preferred Stock ‘Bail-Outs’ and the 
Income Tax, 62 Harv. L. Rev. 1126 (1949). 

10 James Couzens, 11 B.T.A. 1040 (1928). 
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original price of $12,500 per share. The minority group apparently was 
not willing to proceed on this basis until they were informed of the 
Bureau’s position with respect to the March 1, 1913 value of the shares, 
since the difference between the amount realized and the value at that 
date would determine the taxable gain. 

The Bureau was requested to place a valuation on the stock as of that 
date. After making a somewhat rapid examination of the question, the 
Bureau found such value to be $9,489.34 per share. Advised of this 
valuation, Couzens concluded the sale of 2,180 shares at a price of 
$13,444.43 per share and included the amount of $8,622,096.70 in his 
taxable net income as the gain from the transaction. Subsequently the 
return was audited and although other adjustments were made, the 
Bureau did not at that time upset the March 1, 1913 valuation as previ- 
ously found. Later in 1925 the matter was again examined, and the 
Bureau then asserted that the profit on the sale had been understated by 
approximately $15,000,000 on the basis that the March 1, 1913 value was 
$2,634 per share instead of $9,489.34. The resulting additional tax lia- 
bility of almost $11,000,000 was asserted against Senator Couzens, who 
filed a petition with the Board of Tax Appeals. 

In its opinion the Board, after a full consideration of the matter, denied 
the petitioner’s contention that the Commissioner was bound by the earlier 
determination of fact, stating: 





We are therefore of opinion that the respondent had full power and au- 
thority to make such determination of deficiency as he did, and that he was 
not precluded from so doing by reason of the prior action of any Commis- 
sioner, including himself, and that the determination of deficiency was valid, 
subject only to redetermination by this Board. We refrain entirely from con- 
sidering or expressing any view upon the several suggestions made as to the 
moral aspects of the matter or the criticisms urged as to the wisdom or ethics 
of the respondent’s conduct, since we regard such considerations as not within 
the domain of our official judgment." 


While the Board finally held that the March 1, 1913 valuation was 
$10,000 per share, the Commissioner’s threat of collecting an additional 
$30,000,000 in taxes from the individuals and estates involved, and that 
at a time six years after the original valuation, did little to instill public 
faith and confidence in the Bureau. 


1111 B.T.A. 1040, 1159. Cf. Woodworth v. Kales, 26 F.2d 178 (C.C.A.6th 1928) 
which involved the tax liability of Mrs. Alice G. Kales, another minority stockholder 
of the Ford Motor Co. When the additional assessment was made upon her, Mrs. Kales 
paid the tax under protest and sued for recovery in the District Court. A judgment 
based upon a directed verdict in her favor was upheld by the Sixth Circuit on the 
ground that the assessment in 1919 and later approvals of that assessment by the Com- 
missioner and his successors, established the valuation beyond the power of the Commis- 
sioner to reopen and reconsider. 
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While the principle is now well established that, unless-a closing agree- 
ment has been executed, the Commissioner is not bound by his prior 
determinations, the cases in which the courts have had occasion to make 
statements to this effect are interesting in that they show the various 
types of situations in which the Bureau has reversed itself.** Only a few 
of these cases, however, involved taxpayers’ rulings, as the term is used 
in this article.** In two of these it appears that the facts had not been 
fully disclosed to the Bureau at the time the request for a ruling was 
made,** and in another there was no clear showing by the taxpayer that 
the ruling, issued on a hypothetical set of facts, covered the precise facts 
of his case.*® In yet another case ** the opinion of the Court speaks of a 
“ruling,” but an examination of the record reveals that the taxpayer relied 
merely upon the failure of the Commissioner.to assert a tax at an earlier 
date. 

In brief, after the Couzens decision,"’ the instances were rare in which 
the Bureau failed to honor a taxpayer’s ruling,’* and it is believed fair 
to state that for more than a decade *® the Bureau, in matters involving 


12 See, for example, J. I. R. Henry, 13 B.T.A. 279 (1928); Frances P. MclIlhenny, 
13 B.T.A. 288 (1928), aff'd, 39 F.2d 356 (C.C.A.3rd 1930); Van Dorn Iron Works 
Company, 15 B.T.A. 4 (1929), appeal dismissed, 48 F.2d 1086 (C.C.A.6th 1930); Oak 
Worsted Mills v. United States, 36 F.2d 529 (Ct. Cl. 1929), 38 F.2d 699 (Ct. Cl. 1930), 
aff'd, 282 U.S. 409 (1931) ; Good Mfg. Co., 15 B.T.A. 583 (1929), modified, 58 F.2d 685 
(App. D. C. 1932) ; Handy & Harman, 17 B.T.A. 980 (1929), aff'd, 284 U.S. 136 (1931) ; 
Bonwit Teller & Co., 17 B.T.A. 1019 (1929), rev’d and remanded, 53 F.2d 381 (C.C.A.2d 
1931), cert. denied, 284 U.S. 690 (1931) ; Zinsser & Co., 21 B.T.A. 152 (1930); M. A. 
Nicholson, 22 B.T.A. 744 (1931); Hattie W. Mackay, 29 B.T.A. 1090 (1934); King 
Street Realty Company, 4 TCM 945 (1945); Em. H. Mettler & Sons, T.C. Memo. Dkt. 
12,624. P-H 49,078 (1949). 

18 See discussion supra. 

14 Southern Maryland Agricultural Fair Association, 40 B.T.A. 549 (1939) ; Overbey v. 
United States, 44 F.2d 268 (Ct. Cl. 1930). 

15 Arthur H. Lamborn, 13 B.T.A. 177 (1928). 

16 The Stanford University Book Store, 29 B.T.A. 1280 (1934), aff'd, 83 F.2d 710 
(App. D. C. 1936). 

17 The Cousens case itself involved a ruling of a type no longer issucd, #.c., an advance 
determination of valuation. 

18Qne such reported case is that of Washington Market Company, 25 B.T A. 576 
(1932). The application for a ruling as to a consummated transaction was made in 
1924. The ruling, signed by an Assistant to the Commissioner, was issued in 1927 and 
was reversed by action of the Commissioner in 1929. 

19 Although the decision in the case of Barbara Archer, 37 B.T.A. 299, was promulgated 
in February, 1938, the petition had been filed in 1932. The ruling in this case, issued 
in 1927, had held that there was no recognizable gain or loss upon the surrender in 1927 
of stock for new stock and cash. In 1929 the stock was sold in an intra-family sale 
and the notice of deficiency disallowed the loss for the year 1929 on the ground that the 
sale was not bona fide. While contending for the same result, i.c., a denial of the loss, the 
Bureau shifted its ground before the Board of Tax Appeals and argued that the loss 
had occurred in 1927. This failure by the Bureau to honor its prior ruling may have 
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income, estate, and gift taxes, has consistently maintained a policy of 
standing behind its rulings issued to taxpayers. The importance of this, 
particularly as to prospective rulings, is obvious. 

Several other factors must be considered in connection with the question 
of reliance upon Bureau rulings. In the first place, a ruling is applicable 
only to the taxpayer to whom issued. The fact that a ruling may be 
published in the Internal Revenue Bulletin or reported unofficially by one 
of the tax services, gives other taxpayers no warrant for reliance thereon. 
This is made clear by a warning appearing at the beginning of every 
Internal Revenue Bulletin and, of course, applies with even greater force 
to rulings published unofficially by the tax services. 

Secondly, a ruling is valid and can be relied upon only to the extent 
that the actual facts are as represented to the Bureau. If there has been 
a misrepresentation, even though unintentional, as to a material fact, the 
ruling obtained is worthless. By the same token, if a ruling is obtained 
as to a prospective transaction, it is of vital importance that the transaction 
be carried out in the manner described to the Bureau. The complaint is 
often heard that taxpayers are wont to change prospective transactions 
after the issuance of rulings thereon. Sometimes the changes are incon- 
sequential and counsel can advise that the ruling will still be effective. 
At other times the changes contemplated are of considerable substance. 
In these circunistances it often requires substantial convincing to persuade 
a taxpayer that, even though a change might be desirable from a business- 
man’s viewpoint, such a change may bring about entirely different tax 
consequences and, in any event, will destroy the effectiveness of the 
ruling. The only choice lies between proceeding as stated to the Bureau, 
or going back for a new ruling on a changed set of facts, and the latter 
course of action inevitably occasions considerable delay. 

Closely allied with the foregoing is the problem of delay in consum- 
mating proposed transactions. Ordinarily, taxpayers sit, figuratively 
speaking, with pen in hand awaiting only the issuance of a favorable ruling 
before signing the necessary documents. Sometimes, however, a delay 
will be encountered. When this happens taxpayers must exercise caution 
that, due to the delay, the facts upon which the ruling was based do not 
change with the passage of time. Thus, in issuing a ruling as to a pro- 
posed corporate transaction, the action of the Bureau may have been 
based in part upon a balance sheet and earning statement made up shortly 
prior to the application for a ruling. If, after the ruling has been issued, 
the taxpayer should wait an unreasonable length of time before proceeding 
with the proposed transaction, the financial picture of the corporation may 


resulted from a belief that the taxpayer would be no worse off, and from a desire 
to short-cut the difficulty of disproving the bona fides of the sale. 
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change to such a degree that the ruling will be of no binding effect since 
it was based upon the earlier figures. 

Delay may also give the Bureau occasion to revoke its rulings. While 
such events are believed rare, cases may arise in which the Bureau, after 
issuing a ruling, decides that the ruling was erroneous. If the taxpayer 
has not acted upon the ruling to his detriment, the Bureau may feel free 
to withdraw its prior ruling and substitute a new and unfavorable one 
in its place. 

A ruling is of no force and effect if legislation is enacted which 
changes the law as to the matters ruled upon. The reason is self-evident. 
And finally, the Bureau does not consider itself bound if the taxpayer 
himself adopts an inconsistent treatment. That is to say, if the taxpayer 
wants the Bureau to honor its ruling, he cannot reject one part of it and 
accept another. In this connection it is to be noted that the Bureau some- 
times issues a ruling which is more comprehensive than that requested. 
Thus, where a transaction presents two tax questions, the Bureau may be 
willing to give favorable treatment to the taxpayer on the question on 
which advice is sought only if a certain treatment is followed on the other. 

Except to the extent noted in the preceding paragraphs, the policy of 
not disturbing a ruling once it has been issued, is now strongly ingrained 
in the administrative practice of the Bureau. Rulings are not issued in- 
discriminately, hypothetically, or for a useless purpose, and once issued 
they can be acted upon with reliance. This policy of fair play, which has 
been the unvarying policy of the Bureau for a decade and more, is so 
strong that even where a Supreme Court decision changes the Bureau’s 
previous interpretation of the law, and such change operates to the benefit 
of the Government, the Bureau at times has not applied such changes 
retroactively to the detriment of taxpayers, including those who did not 
ask for a ruling.” Much water has gone over the dam since the Couzens 
case. Taxpayers may find it more difficult to procure Bureau rulings than 
in those days, but once obtained, they can rely upon the Bureau’s sense of 
fairness, and proceed to carry out their transactions knowing that they 
will not be faced with a later assessment contrary to what had been 
expected. 


IV 


In the preparation of a request for ruling, the importance of setting 
forth all the pertinent facts cannot be too strongly emphasized.** Reference 


20 See, for example, 1.T. 3609, 1943 Cum. Butt. 505, limiting the retroactive applica- 
bility of the Supreme Court's decision in Helvering v. Stuart, 317 U.S. 154 (1942). 

21 This includes not only a recital of all the pertinent facts but also the submission 
of each contract or other document material to the question presented. Mim. 4963 supra. 
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has already been made to the principle that a ruling will be followed only 
if there has been no omission or misrepresentation of a material fact. 
Setting forth all the material facts may be simple in some cases, but as 
the tax problems involved become more complex, so also does the prepara- 
tion of a request for a ruling become increasingly difficult. At these times, 
taxpayers or their counsel have the duty of deciding where to draw the 
line between a full statement of material facts on the one hand, and an 
unnecessary recital of immaterial information on the other. The task is 
often far from easy, and the question of how much needs to be set forth 
varies greatly, depending upon the circumstances of each particular case. 
To the extent that there is any question or doubt, good practice dictates 
stating more rather than less of the factual background involved. 

The failure to set forth all the material facts in a request for a ruling 
may also operate to a taxpayer’s detriment, in that it may cause needless 
delay in the issuance of a ruling. Sometimes, from the mere reading of a 
request, Bureau officials can see that some material facts have been 
omitted. This normally results in an exchange of correspondence between 
the Bureau and the taxpayers which can be extremely time-consuming. 
Often a few extra days spent in the preparation of a request will save 
weeks of delay in obtaining a ruling. 

As to the actual manner in which the material facts are presented there 
is, of course, no hard-and-fast rule. Styles vary greatly from one indi- 
vidual to another. In any case, the objective is always to present the facts 
as clearly as possible. This will not only save the Bureau time and trouble 
but will also insure that the taxpayer and the Bureau are both talking about 
the same tax problems. As an aid to this goal, it is advisable definitely to 
set forth somewhere in the request, a clear and concise statement of the 
questions which the taxpayer wants answered. This should reduce to the 
absolute minimum any possibility of later confusion as to what the 
ruling covers.” 

Draftsmen should also consider what might be termed the “psycho- 
logical approach.”’ It should be borne constantly in mind that the Bureau 
does not have to issue a ruling. Extending aid to taxpayers by way of 
rulings is only a matter of administrative discretion. Taxpayers, accord- 
ingly, should not ask for more than is reasonably fair under the circum- 
stances, and should not demand that the Bureau give its advice by return 
mail. Again, it is being naive to expect the Bureau to wax enthusiastic 
over some proposed transaction which is patently a tax avoidance scheme. 
For this reason, even though it may appear at first to have little relation 
to the problem at hand, it is desirable to set forth in a request the business 
reasons which motivated the transaction. 





22 See Motor Mart Trust, 4 T.C. 931 (1945), aff’d, 156 F.2d 122 (C.C.A.1st 1946). 
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From the purely technical side, draftsmen should consider whether the 
citation of authorities will be helpful. If the questions presented involve 
an interpretation of well-known cases, the citation of such cases is 
normally unnecessary. On the other hand, if a question of state law is 
involved, it should be fully briefed. In between these two extremes are 
areas where taxpayers have to exercise their own judgment as to what may 
be helpful to the Bureau. 


Vv 


Any discussion of taxpayers’ rulings should also include a brief mention 
of closing agreements. The latter have, generally speaking, a broader 
usage than do rulings, but as suggested previously, closing agreements may 
often be obtained as to the same matters covered by taxpayers’ rulings. 
Thus application may be made for a ruling that a proposed merger is tax- 
free under section 112, or application may be made for both a ruling and 
a closing agreement to that effect. 

The issuance of closing agreements is governed by the provisions of 
section 3760 of the Code. That section provides in part that such an 
agreement in writing may be entered into “in respect of any internal 
revenue tax for any taxable period.” It also provides that : 


(b) Finality—If such agreement is approved by the Secretary, the Under 
Secretary, or an Assistant Secretary, within such time as may be stated in 
such agreement, or later agreed to, such agreement shall be final and con- 
clusive, and, except upon a showing of fraud or malfeasance, or misrepresenta- 
tion of a material fact— 

(1) The case shall not be reopened as to the matters agreed upon or 
the agreement modified, by any officer, employee, or agent of the United 
States, and 

(2) In any suit, action, or proceeding, such agreement, or any de- 
termination, assessment, collection, payment, abatement, refund, or credit 
made in accordance therewith, shall not be annulled, modified, set aside, 
or disregarded. 


Technically speaking, therefore, closing agreements are binding upon 
the Commissioner, whereas taxpayers’ rulings are not. In practice, since 
the Bureau follows the policy of honoring its rulings, there would seem 
to be little substantial difference between closing agreements and rulings. 

One aspect of closing agreements which probably deters many taxpayers 
from requesting them is the element of delay. Because of the formalistic 
nature of the agreements,” it is obvious that extremely careful examination 
and revicw must be given to such requests, and this is time-consuming. 


8 See Mim. 6383, 1949 Int. Rev. Buty. No. 24 at 8. 











TAX LAW REVIEW 
VI 


Any appraisal of the present Bureau system of issuing rulings to tax- 
payers is, in the last analysis, largely a matter of opinion. The charge is 
sometimes made that the system costs too much to administer. This 
claim, however, appears to be without merit. Only a handful of people, 
compared to the total personnel of the Bureau, are engaged in this work. 
Much of their activities, particularly in the area of consummated transac- 
tions, consists of doing what the revenue agents would otherwise have to 
do. In other respects the practice is actually a money-saving proposition 
to the Government. A corporate reorganization, for example, may never 
occur because of the issuance by the Bureau of an adverse ruling. If 
prospective rulings were not issued, the same reorganization might well 
have been consummated and resulted in long drawn-out litigation which 
would be enormously time-consuming to everyone concerned, including 
the courts. 

Another claim sometimes heard is that the Bureau has to spend too 
much of its time in issuing rulings on matters which should be perfectly 
clear to the taxpayers. While it is undoubtedly true that such requests 
are made and that some of them can be avoided, it must also b+ remembered 
that what is clear to one person may not be clear to another. 

It is sometimes said that the system is abused by persons attempting to 
obtain rulings primarily for tax avoidance reasons. While attempts of this 
nature may be made, the Bureau is fully capable of screening such cases. 

It would appear that the advantages of the system far outweigh any 
disadvantages which may exist. And, all'in all, the practice of issuing 
taxpayers’ rulings appears to serve a vital and useful function, beneficial 
both to the Government and to the tax-paying public. 
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Proposals To Exempt Life Insurance 
Used To Pay Estate Tax 


C. LOWELL HARRISS 


I. has frequently been proposed that the proceeds of life insurance policies 
earmarked for payment of federal estate tax be excluded from the tax 
base. In other words, the earmarked insurance would be tax exempt. 
Detailed plans are likely to provide that the concession should be limited 
to some maximum amount, such as $250,000. Various other limitations 
may be provided. However, they do not go to the heart of the matter— 
the economic merits and defects of the general principle of exempting in- 
surance—which is the subject of this article.’ 


S*ATED OBJECTIVES 


Ostensibly there are two major objectives. The first is to assist the 
taxpayer by facilitating payment of estate taxes. The forced sale of 
illiquid assets at sacrifice prices would be unnecessary, or at least smaller. 
The second alleged purpose is to help the Government (a) by assuring the 
collection of tax immediately after death, rather than after 15 months or 
more, and (b) by the use in computing the size of the net estate of values 
undepressed by forced liquidation. Variants upon these major points will 
be discussed below. 

Obvious, though seldom made explicit, is the fact that for many estates 
the tax would be cut, sometimes greatly. This consideration may be the 
driving force—-unless that force is the prospect of higher incomes for 
life insurance agents. Though the advocates may disclaim any intention 
of gaining important special concessions for life insurance, the plan would 
certainly not work to the disadvantage of insurance agents. 


C. Lowett Harriss is Assistant Professor of Economics, Columbia University. This 
paper is part of a study of estate and gift taxation which the author is making under 
a grant from the Columbia University Council for Research in the Social Sciences. The 
opinions expressed are those of the author and are not necessarily those of any organiza- 
tion with which he is associated. 


1 More rigorous analysis would require at least a study of the need for revision of 
the provisions governing payment of estate tax and a comparison of this proposal with 
other possible alternative solutions. The author believes that improvements in the 
present rules and practices of payment of estate tax could, and should, be made. Space 
limitations do not permit an analysis here of possible alternatives. For many estates the 
enactment of the marital deduction greatly reduces liquidity problems. The total tax on 
estates of a husband and wife may be cut by large amounts, and payment will in effect be 
spread over more years. 
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Past TREATMENT OF INSURANCE 


Life insurance proceeds payable to the estate or to the executor have 
always been included in full under the estate tax. Prior to 1918 proceeds 
payable to named beneficiaries (other than the executor) were not subject 
to the estate tax. The Revenue Act of 1918 and subsequent Acts until 
1942, required that the excess over $40,000 receivable by all beneficiaries 
(other than the executor) as insurance, under policies taken out by the 
decedent upon his own life, be included in his gross estate. This provision 
was designed to prevent possible wholesale avoidance of estate tax through 
the use of nontaxable life insurance. The Committee on Ways and Means 
originally reported that it regarded $40,000 as a “liberal’’ exemption, but 
gave no reasons for deciding on this amount; the specific exemption was 
then $50,000. In 1942 the special $40,000 exclusion for life insurance 
was removed, and the specific exemption was increased by $20,000; this 
change was prompted by a desire to give uniform treatment to all estates.” 

The criteria determining what specific insurance must, under the law, 
be included in the estate have been subject to uncertainty and change 
during recent years. The issues, however, do not bear closely upon the 
problem under discussion here and will not be examined. In general, it is 
correct to say that most insurance, which seems to an economist to be part 
of the wealth which the insured passes to his heirs, will ordinarily be 


included in his estate for tax purposes. 


CRITICISM OF PROPOSAL 


The proposal involves reinstating and enlarging a special concession 
to be given to a single type of asset, insurance. No comparable benefit is 
given by the Government to any other asset, not even to its own obliga- 
tions.* Justification calls for most compelling arguments. When the argu- 
ments advanced for the insurance proposal are examined in the light of 
broad social and economic considerations, they seem, at least to the author, 
far from convincing. They are examined briefly below. 

Liquidity. Without question the requirements of liquid assets to pay 
estate tax (and other obligations) are exacting and sometimes difficult to 
meet. The Government pays its bills in cash and demands cash from those 
with economic obligations to it. Yet many assets on which the Govern- 
ment imposes tax when in an estate are not easily converted to cash, and 
some estates face real obstacles in getting dollars to pay estate tax. 


2 The additional $20,000 was almost twice the average amount claimed under the 


insurance exclusion provision. 
8 Other proposals have been made to exempt government bonds under certain conditions. 
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The proposal under consideration would encourage the use of life in- 
surance. There is no doubt that life insurance does provide cash. But so 
do bank deposits and other assets easily convertible into cash at par, such 
as government bonds and other securities with “good’’ markets. Why 
grant to one such liquid asset concessions not granted to another? Is there 
any logical or practical reason why insurance alone should be singled out 
for special privileges just because it will do what others will also do? 

As far as the author knows, the problem raised by these questions is not 
faced by advocates of the proposal. They would probably try to meet it, 
however, by arguing that insurance pools funds so that ends of liquidity 
are served by a smaller total withdrawal from equity investment than if 
other types of assets are used. The demands of liquid funds for tax pay- 
ment in any year may not be great, but a large total may now be held to 
provide against the contingency. No one can be sure about his needs, and 
many persons will hold liquid assets who will not use them for tax pay- 
ment in the year. These funds are not available for nonliquid (dynamic) 
investment. By pooling funds through insurance, however, all who need 
protection can get it without excessive total provision. 

The argument is valid only to the extent that premiums go for pure 
(term) insurance. To the extent, however, that the premiums constitute 
savings—in practice this extent is very great—they do transfer funds to 
nonequity investment because life insurance reserves almost never go into 
new equity investment.‘ The plan might stimulate purchase of insurance 
by persons, especially owners of closely-held businesses, who would other- 
wise risk the savings in businesses. Yet some persons with serious poten- 
tial liquidity problems would not be able to buy insurance. On balance 
there would be little net social gain; there might even be loss. 

If concessions to alleviate difficulties of meeting liquidity requirements 
are to be made on the basis of the type or nature of the asset, it seems 
most logical to grant them to the least, rather than to one of the most. 
liquid assets. Aid would then appear when needed but not when super- 
fluous. The insurance proposal falls down badly on this count. It would 
extend the concession to estates composed primarily of government bonds, 
as well as to those consisting of a single proprietorship, a closely-held 
corporation, or real estate (assuming in all cases that they also had life 
insurance). Though the proposal has been defended on the ground that 


*To some extent life insurance firms now invest in housing projects and purchase 
preferred stock with some equity aspects. Struggling new and small businesses, however, 
can hardly expect equity funds from the savings that go to life insurance companies. 
Most economists would probably agree that from the point of view of society there tends 
to be too much investment in highly liquid, non-risk forms relative to the amounts in 
risky, equity forms. 
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its adoption would help preserve closely-held businesses, the same result 
could be obtained more surely and more efficiently by granting any con- 
cession on the basis of the business investment directly. The owner of 
the business would be saved from the cost of insurance, and the Govern- 
ment would be spared loss of revenue where there is no liquidity problem. 
If something is to be done about the liquidity problem, a better method 
can be found than the exemption of life insurance.° 
Prompt payment. Another argument made in favor of the proposal 
is that the Government would benefit from prompt payment of the tax, 
thus avoiding the delay of approximately fifteen months or more now 
common. Insurance funds become available within a few days after death, 
and direct payment to the Treasury could be required. The only real 
advantage to the Treasury would be a small saving in interest resulting 
from temporarily higher collections in the period immediately after adop- 
tion; ° thereafter no essential difference from the present situation would 
result except that accrued liabilities to the Treasury would be less.” In 
effect there would be nothing more than a shifting ahead, not an addition, 
of tax receipts equal to the amount of insurance presented in payment. 
The national debt could be reduced by that amount.® If the plan became 
effective in January, 1950, for example, some tax that might not be paid 
until April, 1951 would be paid in January, 1950. In April, 1951, how- 
ever, that tax would not be collected, though some other for 1952 would. 
The Treasury would get more money in January, 1950 (and for some time 
thereafter), but then the collections would drop back to the normal level. 
The minute interest saving would be purchased at the price of a much 
greater loss in tax. There would be saving in interest only to the extent 
that decedents would take advantage of the proposal. To the extent that 
they did, the rate of net loss would be roughly the amount of the exempt 
insurance multiplied by the marginal rates of tax on the estates involved, 
divided by the rate of interest on borrowings. For example, if the Govern- 
ment would have paid 1 per cent for the (additional) funds it would have 
borrowed, and if the insurance proceeds would have fallen on the average 
in brackets bearing a tax rate of 40 per cent, the loss in tax per dollar of 
interest saved would be $40—not a notably good bargain for the Treasury. 
It has been claimed that losses from failure to collect tax due would 





5 See the discussion infra of the exemption of pure insurance. 

6 Plus some temporary satisfaction to those who like to see tax receipts high. 

7If the Government kept its books on an accrual basis, the effects would be more 
obvious. Cash would rise but accounts receivable would fall even more—by the amount 
of the tax-saving. 

8 Actually, the amount of temporary increase in collections might well be no greater 
than the allowable tolerance in the cash balance, so that no effect at all would be felt in 


the debt. 
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be reduced by prompter payment. Such losses are now very small, in fact 
negligible. Moreover, it is not obvious that the occasional decedent leaving 
an estate that cannot pay the tax would be sufficiently considerate of the 
Government’s interest to carry (more) insurance, or that he would be able 
to do so. If protection from loss is called for, a direct approach should 
be sought.° 

Indemnity. In defense of the proposal representatives of the insurance 
companies have argued that insurance is recompense for indemnity or 
loss, that as a consequence it differs from testamentary disposition,*® and 
that it only makes up what death destroys." The point is made that the 
taxing laws recognize the propriety of granting depreciation allowance for 
maintaining property value, and they exempt proceeds of fire, casualty, 
and similar insurance contracts. Similarly, the argument runs, recognition 
should be given the importance of preserving human life values, though 
it is not proposed to give a iarger insurance exemption to a young than 
to an old man. Essentially, the argument may be little more than that 
there should be no estate or inheritance tax. It should perhaps be dealt 
with as such. Nevertheless, some discussion of details may be enlightening. 

The analogy with the tax treatment of other insurance proceeds is 
spurious because the exemption awarded them is from the income, not 
the estate, tax. Life insurance proceeds are also exempt from income 
tax.”*? If a man’s factory is destroyed by fire, the insurance proceeds are 
not taxed as income, it is true; but if he should die before or after the 
rebuilding, the full value of the insurance would be included in his estate. 
It is true that had he had no fire and had he not carried insurance, his 
estate would presumably have been larger by the amount of the premiums 
he did not pay. This is also true of the man who carried no life insurance 
and survived the full period of his economically productive life. In other 
words, estates are now reduced by the amount of premiums paid; to 
exempt the proceeds of claims would involve double deduction. 

Buying protection in the form of insurance is one type of current con- 
sumption of services. Use of resources for consumption is an alternative 


® Furthermore, minor difficulties and problems would be created by the prompter pay- 
ment under the proposal. The amount of tax will ordinarily not be known till the return 
is filed, audited, and an agreement reached. If the special insurance were greater than 
the amount of tax or even if there were doubt as to final assessment, would the Govern- 
ment be free to use the funds until the tax is determined? Would it pay interest on excess 
amounts? At what rates? Such problems present no significant difficulties, but their 
solution would require some thought and action. 

10 The estate and gift taxes, of course, are not confined to transfers which are legally 
testamentary. 

11 When a new life begins—birth—what tax treatment would be needed to give consistent 
results? 

12 This is true even of the interest earned by the savings invested in the policy. 
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to adding them to one’s wealth. But if the consumption also adds to net 
worth (a house, jewelry, or gambling gain), the addition is wealth. The 
estate tax is imposed on capital values rather than on income.** If it is 
argued that life insurance covers the loss of income resulting from death, 
that it is indemnification for loss, then, in effect, the insurance proceeds 
represent income the decedent would have earned and they should, rather 
than being exempted from the estate tax, be made subject to income tax— 
though consistency would presumably compel the deduction at some point 
of premiums paid. 

If the full or partial amount of the decedent’s economic value—his 
future earnings represented by life insurance—is transmitted to his heirs, 
it represents capacity to pay estate tax. Nothing in the theory of the estate 
and gift taxes implies that they should preserve capital values; on the 
contrary, they are intended to bear upon capital. Death unfortunately may 
bring not only psychic loss but economic loss as well. The specific exemp- 
tions and low initial rates of tax-adjust at least partially for the loss of 
earning power. The psychic losses are tragic, and the monetary calculus 
cannot remove them. But the relative positions of heirs are to some extent 
dependent upon the wealth left to them, and this is the basis of the tax. 
The tax is meant to apply to the amount transferred by a person, whether 
it is accumulated capital or unrealized earning power. The tax is gauged 
by the total transfer, not its source. If a decedent passes on the value of 
his future earnings, his heirs are that much better off than if he did not. 

The indemnity principle would be difficult to apply in practice. Most 
life insurance sold to persons subject to estate tax consists of two elements, 
insurance and saving. Separation of the two is not difficult for an expert, 
but an expert is needed to do the job. There is no reason at all why the 
portion of the proceeds that represents return of savings, plus interest 
thereon, should be given special treatment under the “indemnity” argu- 
ment. Savings that are called “insurance” are not essentially different 
from those called cash, bonds, etc., except that they are linked to something 
else. This combination complicates the computation of, and in a sense 
disguises, the cost of life insurance (in the pure sense) and the nature of 
life insurance proceeds. In this respect life insurance is much different 
from most other types of insurance since they have no feature for ac- 
cumulating savings. At death, the indemnity aspect of life insurance may 
be slight, particularly on insurance policies that have been in force for 
substantial periods, since large savings will have been accumulated.** As 





13 The author is well aware of many subtle difficulties of distinguishing between “capital” 
and “income.” Their discussion is beyond the scope of this paper. 

14 Computation of the economic loss resulting from death—the series of future earn- 
ings (after income tax) minus cost of maintenance of the earner—would prove exceed- 
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presented, the plans, of course, provide for the exemption of savings as 
well as the proceeds of insurance in the pure sense. To this extent the 
indemnity argument does not hold. 

Life insurance works no miracles.** It takes from the policyholders 
more than it returns in benefits, if allowance be made for the interest which 
policyholders could get if they invested the savings themselves. As a 
group the insured sacrifice more in premiums and the interest that these 
premiums could earn than they receive in return. The excess pays the 
expenses of the companies. If the Government were in effect to assume a 
portion of the cost of insurance by granting a tax bounty, life insurance 
in comparison with other forms of expenditure would really work miracles 
for the insured. The result would seem less miraculous to the persons 
who had to make up the loss of tax revenue. 

Preservation of property values. It has been argued that exemption 
of insurance proceeds, by encouraging the assurance of cash funds to pay 
the tax, would relieve the pressure on the market that now arises from 
the need to sell illiquid assets. The Government would benefit to the 
extent that artificially low values were not used in valuing assets for tax 
purposes. 

The estate tax may at times act to depress prices by suddenly forcing 
sales when the demand for such assets is not being supported adequately 
by a flow of new savings. Exempting insurance, however, is not the only 
way to alleviate the condition. Nor is it the best. In fact, for the economy 
as a whole it might have an adverse effect. The reasoning that leads to 
this conclusion runs as follows: (a) the total paid in insurance premiums 
plus the sacrifice of interest on savings must exceed the insurance proceeds 
if agents are to be compensated and if the companies are to cover their 
costs of operation, (b) consequently, insurance will draw more individual 
funds from the market for investments of low liquidity than it can 
replenish, and (c) as noted above, the legal restrictions on the investments 
of life insurance companies virtually prohibit investment in these less 
liquid types of assets, whereas some of the funds might have been so 
used had individuals not been induced to increase their insurance coverage. 
On balance, then, it seems very doubtful that at best the plan would do 
more than alleviate occasional difficulties. Such benefit would be pur- 
chased at the expense of adding a more permanent depressant to the 
market for the illiquid assets. And, of course, tax receipts would suffer 
from the exemption of insurance. 


15 


ingly difficult. The loss would in many cases be far smaller than the amount of “insurance” 
exempted under the proposal, unless it be claimed that liability for the tax is part of the 
“loss” for which the insurance is an indemnity, a scarcely tenable position. 

15 It does, of course, provide very useful services. But like ‘on other services—medical, 
legal, transportation, etc.—costs are necessarily incurred. 
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Without doubt sacrifices do at times result from forced sales in poor 
markets, the sales arising from the pressure to pay estate taxes. Such 
sacrifices can and should be avoided or reduced by more direct methods, 
methods which do not give savings to estates which have no assets that 
are really difficult to sell. 

Revenue. Though the advocates have seemed to imply that the revenue 
would not be greatly affected and might be increased, it seems inevitable 
that from the Treasury’s point of view the revenue results would be 
adverse. The tax base would be depleted. Large sums of the nation’s 
savings are invested in the form of life insurance. For the groups subject 
to the estate tax, it is true, the proportion of the net estate represented by 
life insurance has not been so great as might be expected, especially since 
until very recently life insurance was granted a special exclusion. Thus, 
for returns filed in 1942, the last year of the special exclusion, the average 
amount of life insurance per taxable return was about $11,000, per non- 
taxable return about $8,500. The average amount of tax-exempt life 
insurance was $6,300.** Three years later, 1945, the average taxable 
return contained almost $16,000 life insurance.** This upward trend will 
probably continue as the group of decedents comes to include a larger 
portion of those whose earning periods coincided with the years of 
expanding insurance sales.** 

To the extent that the proposal succeeded in giving relief, it would 
involve loss of revenue. Even with a limit on the amount exempted of, 
say, $250,000 (per estate), a loss of $100 million a year is easily 
conceivable. j 

Even if the enactment of the exemption brought about an increase in 
net savings (rather than diverting current savings from other forms of 
investment to insurance), the tax base would not be enlarged. The addi- 
tional savings would not become part of the tax base. 

Equity. The proposal would grant concessions of widely different value 
to different taxpayers. The inequality of benefit would be opposed to one 
basic principle of the tax, that it is progressive. The amounts exempted 
in each case would be removed from the top bracket of the estate. The 
value of the concession would be greater to a person with a large than to 





16 Bureau of Internal Revenue, Statistics of Income for 1941, Part 1, 247-248 (U. S. 
Treas. Dep’t 1944). 

17 The data were furnished, prior to publication, by the Bureau of Internal Revenue, In 
general, life insurance is a more important constituent of relatively small than of 
large estates. 

18 Over half of the net assets of taxable estates filed in 1945 were for decedents over 
70 years old at time of death. Most of them were probably too old to want to take out 
life insurance, if they could get it, when the great increases in estate tax rates in the 1930's 
made the special $40,000 exclusion of considerable tax value. 
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a person with a small taxable estate. In the taxable estate subject to the 
highest rate each dollar of insurance would free the estate of 77¢ tax at 
the Government’s expense, but in the smaller estate only 3¢. This in- 
equality could be remedied by readjustment of the rate schedule only if 
every taxpayer were forced either (a) to carry a fixed amount of life 
insurance, or (b) to see that insurance bears some fixed relation to his 
net estate. Either method is impracticable and inequitable. 

“Equity” is not easily defined. Yet in several ways the plan seems 
clearly defective as a method of treating people fairly: 

(A) Some taxpayers because of the state of their health cannot obtain 
life insurance—unless at considerably extra cost; and 

(B) The true cost of insurance appears to vary, increasing with the 
age of the insured. If properly priced, pure insurance should be as good 
a bargain at age 65 as at 25, but many persons are reluctant to incur the 
costs necessary for coverage at advanced ages. They may not want to 
use their incomes for such purposes. And consumers, the author believes, 
should be given as much freedom as possible in deciding upon the use 
of their income. Always present, moreover, are the costs of agents’ 
commissions, company operation, and a rather low yield on the investment. 
These costs to the insured would bring little offsetting benefit to the 
Government. 

(C) Forecasting accurately the amount of the estate and of the prospec- 
tive tax is impossible for those whose property consists primarily of the 
types the proposal is allegedly intended to relieve, notably closely-owned 
businesses. Tax rates may change; valuations are always subject not 
only to wide fluctuations but also to legitimate differences of opinion. 
Insurance, more than almost any other type of asset, is not easily changed 
in amount from year to year. The amount of insurance needed could not 
be determined precisely. Some persons would buy too much, others too 
little, losing something in either case. 

(D) The exemption of life insurance would, as shown above, reduce 
the quantum of assets in the highest bracket of each estate affected. The 
amount of the tax reduction would depend upon the marginal rate or rates. 
The larger the estate the greater the tax reduction per dollar of exempt 
insurance. The estate tax would therefore become less progressive. Of 
course, rates could be made to rise much more steeply to offset this 
inequity, but such increase might put estates without exempt insurance in 
an impossible position. 

(E) The plan would virtually compel taxpayers to shift investments 
to insurance, regardless of their preferences based on normal economic 
considerations. The man with a closely-held business might not be able 
to spare funds for premiums without damage to the capital position of the 
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firm. Or he might have to use for insurance funds which would be highly 
productive in the business. The sacrifice he would have to make to get 
the tax benefit would be much greater than the sacrifice of a man who 
could shift government bonds to insurance.*® 

The present estate tax is by no means a masterpiece as a method of 
taxing persons equitably.*° It is, of course, not intended to tax them 
equally. Whether or not the scale of progression and the overall and 
specific results of the tax seem equitable and wise will depend upon each 
observer’s views. Many persuasive arguments might be made for reducing 
burdens. The exemption of insurance earmarked for tax payment, how- 
ever, would have the serious defects already noted—persons would receive 
different treatments with little apparent basis for justifying the differences 
and some basis for condemning them. 

Federal-state relations. Adoption of the proposal would disturb federal- 
state relations in the death tax field. After the enactment of the 1926 
estate tax provisions, which allow taxes paid to states as a credit against 
80 per cent of “basic” federal tax liability, most states brought their tax 
laws into some conformity with the federal law. A number of states 
revised their death tax statutes so that the tax liability imposed by their 
laws equalled or approximated 80 per cent of the federal tax liability 
under the 1926 Act. Even states which still nominally grant very generous 
treatment to insurance paid to named beneficiaries generally absorb the full 
federal credit. 

If the federal statute were revised to exclude from the estate tax base 
insurance used for the payment of federal estate taxes, the federal tax 
liability—and therefore the maximum credit for taxes paid to states— 
would be reduced. States would then be confronted with these alter- 
natives. They could allow similar exclusion for purposes of their taxes 
and accept a reduction in their death tax revenues, or they could leave 
their tax laws unchanged. In the latter case, part of the taxes paid to the 
states would not be allowed as a credit against federal taxes. Since this 
would be of considerable importance in large estates, another opportunity 
would be created for competition between states for wealthy residents. 
If, on the other hand, the Federal Government adopted the proposal for 


19 In effect the indirect shift of ownership of government bonds from an individual to an 
insurance company would thus result in removal of the bond from the estate tax base. 
The shift of savings from a potential business expansion to some asset purchased by a 
life insurance company might bring not only direct tax loss to the Treasury, but also the 
failure to develop an opportunity for economic growth. 

20 For a discussion of the issues, see W1tt1AM J. SHuttz anp C. LoweLt Harriss, 
AMERICAN Pusiic FINANCE, c. XX (5th ed. 1949). 

21 This result followed the federal adoption of the marital deduction. There seems to have 
been little complaint from state officials. 
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purposes of the 1932 Act as amended and not for purposes of the 1926 
Act, then the states’ revenue interests would not be affected. In that 
event, the Federal Government would, in fact, be crediting against the 
federal tax liability on a given estate the taxes paid to states on a larger 
taxable estate. Such a procedure would add to the complexity of the tax 
structure and increase further the loss of federal revenue. 

Administration and compliance. Difficulties of administration and com- 
pliance would arise. The existing laws require computations that in some 
cases prove very complex. In fact the complexity has become so great that 
an idea of its extent is hard to convey. The credits allowed for gift taxes 
paid, property previously taxed, foreign tax, and charitable bequests, now 
complicated by the marital deduction, call for computations requiring the 
solution of mathematical problems that appear formidable to most tax- 
payers and even to hardy experts. The exemption of insurance earmarked 
to pay tax would add another complication. The exemption could not be 
determined until the amount of tax were known. The size of the estate 
(and hence of the proportions which are based thereon) would not be 
known until the amount of the exemption were known. And so on! 

The prospect of these complexities should not be considered as raising 
an insuperable barrier because the law could be simplified. Yet at best a 
very troublesome complication would plague taxpayers and their advisors 
as well as Government officials. 


EXEMPTION OF THE PROCEEDS OF PuRE INSURANCE AS CONTRASTED 
WITH THE SAVINGS ELEMENTS OF LIFE INSURANCE POLICIES 


Might it not be possible to remove most of the objections raised above 
by confining the exemption to the proceeds of pure insurance and allowing 
no exemption for the savings element of insurance proceeds? 

The merit of this suggestion over others of this general type is that it 
avoids the exemption of savings which are termed “insurance” because 
they are paid along with the proceeds of pure insurance. In effect, a pool 
of tax-exempt funds would be created. Those drawing from the pool 
would get the benefit ; those who contribute but never draw would obtain 
none of the advantages—except peace of mind. (That is one of the 
inherent characteristics of insurance. ) 

Benefits would accrue only to taxpayers able and willing to pay the cost 
of insurance. In practice the greatest appeal would probably be to business 
and professional men still active, in good health, and not so old as to be 
deterred by the cost of insurance. The appeal would by no means be 
confined to them, however. The net cost of insurance to the insured would 
be reduced, more so for some persons than for others, depending upon the 
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highest bracket of the estate; the greater the prospective tax, of course, 
the greater the possible savings. The reduction in the net cost of insurance 
would presumably make insurance a relatively more attractive purchase, 
and more would be bought (and spending on other things reduced). 

Because of the effect of age on the cost of insurance, more net tax ad- 
vantage might seem to accrue to some persons than to others of equal 
wealth—more to the middle-aged man living off of gilt-edge investments 
than to the man of 75 actively running and dependent upon his own 
business. The younger the individual, the lower the cost of insurance; 
however, if the insurance is priced on the basis of accurate mortality 
experience, there is no special advantage for the younger person. For a 
smaller outlay than for an older person he can obtain a stated amount of 
dollar coverage, but his chances of collecting are also proportionately less. 
Hence, there may appear to be little reason to argue that this scheme dis- 
criminates on the basis of age. However, in practice, persons over 65 may 
find great difficulty in buying insurance, even if in good health. 

The plan would remove from the tax base only the insurance proceeds 
exempted (plus that portion of premium payments required to cover 
agents’ commissions and company expense). Savings would not qualify 
for exemption. The revenue loss, while possibly large, would be much 
less than under the former plan. 

The proposal would grant no relief to the person unable to obtain 
insurance, because of poor health or shortage of funds for payment of 
premiums. On grounds of equity, therefore, it would be criticized as 
failing to accord equal opportunities. 

Administrative difficulties somewhat greater than those discussed above 
would arise because of the necessity of differentiating in each case between 
the insurance and the savings elements. Such difficulties would be trouble- 
some, though not insuperable. Many persons might find it difficult to see 
why an ordinary life policy for $10,000 would have a larger pure insurance 
element in the early years than later after a substantial savings element 
had been built up. The argument would be raised that the plan is of little 
use just when it is needed most, at advanced age. A very difficult problem 
of public relations would arise. 














Income Tax Penalties 
EMANUEL L. GORDON 


Vee. civil and criminal penalties are provided with respect to desig- 
nated violations of the requirements of the Internal Revenue Code relative 
to income taxes. In some cases both a civil and criminal penalty is 
applicable to the same act. Although the penalties are cumulative,’ the 
double jeopardy provision of the Fifth Amendment is not infringed * 
because the civil penalties are deemed to be compensatory and not 
retributive. 

Section 3761 of the Code authorizes the compromise of any civil or 
criminal case. This may be done by the Attorney General after reference 
of the case to the Department of Justice or, before such reference, by 
the Commissioner with the consent of an Assistant Secretary or a higher 
official of the Treasury. If the compromise is effected by the Commis- 
sioner, the General Counsel of the Treasury must file with the Com- 
missioner an opinion stating the reasons for the acceptance, the amount 
of the tax and of the penalty assessed, and the amount actually paid 
under the compromise. Compliance must be had with this statutory 
procedure for an effective compromise.’ The fact that the compromise 


EMANUEL L. Gorpon (B.B.A., College of the City of New York, L.L.B., Columbia 
University), a member of the New York and Federal Bars, is associated with the firm of 
Poletti, Diamond, Roosevelt, Freidin & Mackay. 


1 Civil penalty imposed following criminal conviction. Caldwell v. Comm’r, 135 F.2d 
488 (C.C.A.5th 1943); Murray Humphreys, 42 B.T.A. 857 (1940), aff'd, 125 F.2d 340 
(C.C.A.7th 1942), cert. denied, 317 U.S. 637 (1942) ; Courtney A. Kenney, B.T.A. Memo. 
Dkts. 85857, 85858. CCH Dec. 10,119-B, P-H [38,266 (1938), aff'd, 111 F.2d 374 
(C.C.A.5th 1940); Kenneth P. Steinreich, 2 TCM 1199 (1943); Anthony L. Macrie, 
1 TCM 136 (1942); Manasse Karger, 38 B.T.A. 209 (1938); Thomas J. McLaughlin. 
29 B.T.A. 247 (1933). 

2 Acquittal on ‘criminal charge followed by civil penalties: Helvering v. Mitchell, 303 
U.S. 391 (1938); Hoefle v. Comm’r, 114 F.2d 713 (C.C.A.6th 1940); Mauch v. 
Comm’r, 113 F.2d 555 (C.C.A.3rd 1940); Hanby v. Comm’r, 67 F.2d 125 (C.C.A.4th 
1933) (erroneous rationale, however) ; Alexander Davidson, 43 B.T.A. 342 (1941). Plea 
of guilty followed by civil penalty: Kenney v. Comm’r, 111 F.2d 374 (C.C.A.5th 1940). 
Quashing indictment followed by civil penalty: William R. Scharton, 32 B.T.A. 459 
(1935). Civil penalty followed by criminal penalty: Slick v. United States, 1 F.2d 897 
(C.C.A.7th 1924). 

8 Botany Worsted Mills v. United States, 278 U.S. 282 (1929); Hanby v. Comm’r, 
67 F.2d 125 (C.C.A.4th 1933). The earlier cases were more liberal to the finding of a 
compromise: Oliver v. United States, 267 Fed. 544 (C.C.A.4th 1920); Rau v. United 
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has been effected relieves the taxpayer only of penalties in excess of those 
stated in the agreement: if he has agreed to plead guilty to any part of 
an indictment, sentence still may be imposed.* While the designation of 
the agreement as a compromise implies that the Government has remitted 
part of its claim, each taxpayer may not find this to be true. For example, 
in the joint compromise of claims against two taxpayers, the compromise 
is not invalidated by virtue of the fact that all the benefits accrue to but 


one of them.°® 


I. Civit PENALTIES 
(A) Subsection 293(b) 


Scope and Computation of Penalty. If any part® of an income tax 
deficiency is due to fraud with intent to evade the tax, the deficiency is 
increased by 50 per cent,’ and the statute of limitations * is inapplicable 
to the deficiency.° Fraud as used in the statute merely means known 
falsity, and has never been deemed to require proof of reliance by the 
Government. For the purpose of computing the 50 per cent addition, the 
initial deficiency consists of the correct amount of the tax less the tax 
returned on the original return.*° It would appear, however, that if the 


States, 260 Fed. 131 (C.C.A.2d 1919); Willingham v. United States, 208 Fed. 137 
(C.C.A.5th 1913). 

4 United States v. Sabourin, 157 F.2d 820 (C.C.A.2d 1946), cert. denied, 329 U.S. 800 
(1947) ; Burr v. United States, 86 F.2d 502 (C.C.A.7th 1936), cert. denied, 300 U.S. 664 
(1937). 

5 Aviation Corp. v. United States, 46 F. Supp. 491 (Ct. Cl. 1942). 

® Applied to increasing deficiency: Mauch vy. Comm’r, 113 F.2d 555 (C.C.A.3rd 1940) ; 
Duffin vy. Lucas, 55 F.2d 786 (C.C.A.6th 1932) ; Ollie v. Kessler, 39 B.T.A. 646 (1939). 
Applied both to increasing deficiency and to rendering inapplicable the statute of 
limitations: Charles Goodman, 5 TCM 1126 (1946). In Duffin v. Lucas, supra, it was 
pointed out that the smaller the part of the deficiency which was sought to be used as a 
peg for a fraud charge the clearer must the proof be. 

7I.R.C. §293(b). Collection of the increased sum is not abated by the death of the 
taxpayer. Estate of Louis L. Briden, 11 T.C. 1095 (1948) (notice of deficiency served 
after death of taxpayer) ; Martin T. Manton, 7 TCM 937 (1948) (taxpayer died prior 
to hearing; Court held penalty did not abate and that it had jurisdiction although no 
executor or administrator was substituted); G.C.M. 22,326, 1940-2 Cum. Butt. 159. 
But see National City Bank of New York, Executor, 35 B.T.A. 975 (1937). 

81.R.C. §276(a). The Commissioner must specifically plead fraud as an exception 
to the running of the statute of limitations, and the imposition of a fraud penalty does 
not serve the purpose. Thomas Watson, 4 TCM 980 (1945). 

®In addition, if a fraudulent return is filed for the period to which the Current Tax 
Payment Act of 1943 is applicable, the tax forgiveness provided therein is lost. Sec. 6; 
Harris v. Comm’r, 174 F.2d 70 (C.C.A4th 1949). 

10 Maitland A. Wilson, 7 T.C. 395 (1946) (amount returned on amended return dis- 
regarded) ; Henry H. Epstein, 34 B.T.A. 925 (1936) (payment of the correct tax after 
service of notice of deficiency does not bar imposition of penalty). Contra: Samuel L. 
Huntington, 35 B.T.A. 835 (1937) (tax returned on amended return eliminates deficiency 
so no penalty may be imposed). , 
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original return is not filed by the due date as a result of a fraudulent 
intent on the taxpayer’s part, the initial deficiency is equal to the correct 
amount of the tax. 

An interesting problem arises when an officer of a corporation fails to 
record part of its income and proceeds to embezzle that sum. Since a 
corporation is responsible for the acts of its agents ** with respect to the 
reporting of income for tax purposes, the corporation has been held to 
be guilty of fraud.** However, if the sum is not recoverable, a loss is 
incurred for which the corporation is entitled to a deduction in an amount 
equal to the unreported income. If the result were that no deficiency 
existed, there would be no penalty. A complication arises, however, if 
there is a deficiency due to some accidental error. It would appear that 
there should be an increase in the deficiency due to fraud. In Summerill 
Tubing Co.** this result was avoided by reasoning that the deduction for 
the loss offsets the unreported income, and that no part of the deficiency 
is due to fraud. The only justification appears to be that both the failure 
to report the income and the deduction arise out of the same transaction. 
It is likely therefore that a contrary result would prevail where any addi- 
tional deduction allowed is unconnected with the fraudulent entry on the 
return. There have been two other cases involving embezzlement by 
officers, but the issue of the offsetting deduction was not raised.** 

Of course, if all the stockholders were shown to have assented to the 
withdrawal, it would probably be called a constructive dividend and there 
would be no deduction. In the Summerill Tubing case the officer involved 
owned most, but not all, of the stock, so that it does not appear that the 
constructive dividend doctrine will be applied unless all the stockholders 
at least tacitly consent to the officer’s action. 

The Commissioner has the burden* of proving fraud by clear and 


11 Saven Corp., 45 B.T.A. 343 (1941). 

12 Bushwick Mills, Inc. 8 TCM 238 (1949); The Crescent Mfg. Co., 7 TCM 630 
(1948) ; Summerill Tubing Co., 36 B.T.A. 347 (1937). 

18 36 B.T.A. 347 (1937). 

14 Bushwick Mills Inc., supra note 12; The Crescent Mfg. Co., supra note 12. 

15 The Board of Tax Appeals originally held the burden of proof to be on the taxpayer. 
John B. Arnold, 14 B.T.A. 954 (1928). Since 1928, the burden has been placed on the 
Commissioner by express provision in the statute which presently appears in §1112 of 
the Code. In Budd v. Comm’r, 43 F.2d 509 (C.C.A.3rd 1930), it was held that the 
Board had previously erred and that the 1928 statutory provision was merely declaratory 
of preexisting law. That the burden is now on the Commissioner is clear. Mitchell vy. 
Comm’r, 118 F.2d 308 (C.C.A.5th 1941) ; Goldberg v. Comm’r, 100 F.2d 601 (C.C.A.7th 
1938), cert. denied, 307 U.S. 622 (1939); Leonard B. Willits, 36 B.T.A. 294 (1937) ; 
Charles Goodman, 5 TCM 1126 (1946) ; Walter J. Cutcliffe, 5 TCM 673 (1946); M. W. 
Primm, 4 TCM 271 (1945); Arthur M. Slavin, 43 B.T.A. 1100 (1941), petition for 
review dismissed, 129 F.2d 325 (C.C.A.8th 1942). In Courtney A. Kenney, supra note 1, 
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convincing proof,** a standard less severe than the requirement of proof 
beyond a reasonable doubt ** but more stringent than proof by a pre- 
ponderance of the evidence.** It must be shown that the taxpayer had 
the specific purpose of evading the tax,’® and it is not sufficient that the 
taxpayer failed to pay the proper tax because of ignorance of the law,” 
or of an error in judgment ™ in applying the law, or because of careless- 
ness.” In a few cases, however, it has been said that if the taxpayer acts 


the Court expressly held the burden of proof provision applicable both to the penalty and 
to the statute of limitations. 

The Commissioner initially took the position, which failed to prevail, that the Board 
of Tax Appeals had no jurisdiction to review penalties imposed by him. Gutterman 
Strauss Co., 1 B.T.A. 243 (1924). Thereupon, the Commissioner completely reversed 
his position and requested the Board to impose penalties as part of the determination 
of the proper deficiency without a prior imposition by the Commissioner. While the 
Board asserted the power to do so in a clear case (Peterson & Pegau Baking Co., 
2 B.T.A. 637 (1925)), it has never done so. In fact, it appears unlikely that it would do 
so since, on a fraud issue, the Board only considers those portions of the deficiency spe- 
cifically pleaded by the Commissioner in support of the fraud charge. Oscar G. Joseph, 
32 B.T.A. 1192 (1935). 

16 Rogers v. Comm’r, 111 F.2d 987 (C.C.A.6th 1940); Duffin v. Lucas, 55 F.2d 786 
(C.C.A.6th 1932), cert. denied, 287 U.S. 611 (1932); Griffiths v. Comm’r, 50 F.2d 782 
(C.C.A.7th 1931) ; Roy E. Ellegard, 7 TCM 590 (1948) ; Charles Goodman, 5 TCM 1126 
(1946) ; Chase H. Lord, 2 TCM 875 (1943); Frank A. Maddas, 40 B.T.A. 572 (1939), 
aff'd, 114 F.2d 548 (C.C.A.3rd 1940); W. F. Covington, B.T.A. Memo. Dkt. 81846. 
CCH Dec. 10,067-B, P-H {38,227 (1938). Contra: White v. United States, 20 F. Supp. 
623 (W. D. Ky. 1937) (requires only fair preponderance of evidence). The clear-and- 
convincing proof standard was held applicable to the statute of limitations in Allegheny 
Amusement Co., 37 B.T.A. 12 (1938). 

Of course, the burden of proof is tested on all the evidence and the Commissioner may 
avail himself of testimony adduced by the taxpayer. L. Schepp Co., 25 B.T.A. 419 (1932). 
Direct testimony concerning a transaction in issue is unnecessary and circumstantial evi- 
dence may be used. Wallace H. Petit, 10 T.C. 1253 (1948) (“Because direct and clear- 
cut proof of fraud is seldom available, it must be established by a full consideration of 
the records and testimony offered, the appearance and manner of the witness, the conduct 
of the taxpayer, and all conditions and circumstances surrounding the transactions which 
produced the disputed income.” 1257). 

17 William W. Kellett, 5 T.C. 608 (1945). Proof beyond reasonable doubt is not 
required. E. J. Adams, 7 TCM 965 (1948). 

18 William W. Kellett, supra note 17; W. P. Sewell, 3 TCM 106 (1944) ; M. Rea Gano, 
19 B.T.A. 518 (1930) ; see Henry S. Kerbaugh, 29 B.T.A. 1014, 1016 (1934), aff'd per 
curiam, 74 F.2d 749 (C.C.A.1st 1935). 

19 Mitchell vy. Comm’r, 118 F.2d 308 (C.C.A.5th 1941); W. P. Sewell, supra note 18; 
Eugene Ashe Electric Co., 3 TCM 852 (1944). 

20 William E. Mitchell, 40 B.T.A. 424 (1939), rev’d on other grounds, 118 F.2d 308 
(C.C.A.5th 1941); George L. Rickard, 15 B.T.A. 316 (1929). The same rule applies 
to ignorance of the facts. Ellwood M. Rabenold, 6 TCM 1001 (1947) ; Nick Kovalchick, 


4 TCM 655 (1945). 
21 Worth James, 6 TCM 322 (1947); J. R. Moore, B.T.A. Memo. Dkts. 89814, 89815. 


CCH Dec. 10,868-F, P-H 39,484 (1939) ; Landers Bros. Co., 17 B.T.A. 1078 (1979). 
Such an error does not even constitute negligence. A.R.M. 23, 2 Cum. Butt. 231 (1920). 


22 Mitchell v. Comm’r, 118 F.2d 308 (C.C.A.5th 1941) ; Guaranty Trust Co. v. United 
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recklessly, without regard to whether his return is true or false, he has 
made a fraudulent return.** These remarks appear incorrect unless they 
are limited to situations in which it is permissible to infer that the reck- 
lessness was actually part of a design to evade tax, that the taxpayer was 
picking figures out of the air with the knowledge that he was doing so 
within a range calculated to reduce his tax.** The rendering of a return, 
not caring whether it is correct or not, differs from the requisite intent 
to evade a tax believed to be due.” 

Since there is a rebuttable presumption that the Commissioner’s de- 
termination of a deficiency is correct, the injection of a fraud issue 
means that the Commissioner bears the burden of proving the fraud for 
the purpose of increasing the deficiency by 50 per cent, but the taxpayer 
has the burden of showing error in the amount of the initial deficiency 
as fixed by the Bureau.” It is not unusual for the taxpayer to prevail on 
the fraud issue, and the Commissioner on the deficiency issue.** When 
the statute of limitations is in issue, the presumption in favor of the 
Commissioner on the determination of the deficiency cannot operate 
until he has first borne the burden of proving fraud, but, once that has 
been done, the presumption does come into play.” 

At times it appears that the Tax Court has overlooked the rules 
applicable to burden of proof. For example, in Harrison J. Freebourn *° 
the taxpayer was charged with having failed to return as income a bribe 
received while he was a state official. A witness testified that he had 
paid a bribe of $11,000 in installments during the tax year. Of this sum, 
$2,600 had been paid personally by the witness to the taxpayer, and the 
balance through an intermediary. The intermediary denied both receiving 
the funds and paying them to the taxpayer. There was some circum- 


States, 44 F. Supp. 417 (E. D. Wash. 1942) ; Joseph Buchhalter, 29 B.T.A. 600 (1933) ; 
James Robert Hopkins, 19 B.T.A. 693 (1930) ; see Charles Goodman, 5 TCM 1126 (1946). 

23 J. R. Moore, supra note 21, appeal dismissed, 123 F.2d 145 (C.C.A.9th 1941); 
White v. United States, 20 F. Supp. 623 (W. D. Ky. 1937). 

24 The cases cited in note 23 supra, appear to be correct on their facts. 

25 Mitchell v. Comm’r, 118 F.2d 308 (C.C.A.5th 1941). 

26 Welch v. Helvering, 290 U.S. 111 (1933) ; L. Schepp Co., 25 B.T.A. 419 (1932). 

27 Griffiths v. Comm’r, 50 F.2d 782 (C.C.A.7th 1931) ; Wallace H. Petit, 10 T.C. 1253 
(1948) ; Roy E. Ellegard, 7 TCM 590 (1948); Ellwood M. Rabenold, 6 TCM 1001 
(1947); A. W. Minyard, 6 TCM 1137; Alexander Davidson, 43 B.T.A. 342 (1941); 
Courtney A. Kenney, supra note 1; Russell C. Mauch, 35 B.T.A. 617 (1937), aff’d, 113 
F.2d 555 (C.C.A.3rd 1940). 

28 T, M. Stanton, 6 TCM 977 (1947) ; Nicholas Roerich, 38 B.T.A. 567 (1938), aff’d, 115 
F.2d 39 (App. D. C. 1940), cert. denied, 312 U.S. 700 (1941) ; Frank J. Moore, 37 B.T.A. 
378 (1938) ; Arthur M. Godwin, 34 B.T.A. 485 (1936); F. F. Nicola, 33 B.T.A. 1113 
(1936) ; Oscar G. Joseph, 32 B.T.A. 1192 (1935). 

29 Estate of Thomas J. Paradise, B.T.A. Memo. Dkt. 105059. CCH Dec. 12,842-D, 
P-H {42,531 (1942) ; Leonard B. Willits, 36 B.T.A. 294 (1937). 

303 TCM 570 (1944). : 
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stantial evidence tending to prove the payments, consisting of bank 
withdrawals and transmission of funds. The Tax Court sustained the 
fraud penalty based on the testimony relating to the $2,600 payment. It 
declined to find that $11,000 had been paid even for the purpose of 
ascertaining the initial deficiency. Such a result would be justifiable had 
the balance of the $11,000 (in excess of the $2,600) been received in 
another tax year, as to which a deficiency was barred by the statute of 
limitations, but it cannot be justified with respect to the initial deficiency 
where the presumption in favor of the Commissioner applies. 

If a taxpayer commences a proceeding before the Tax Court and then 
fails to perfect his filing by paying the necessary fees, the Court may 
render a determination in favor of the Commissioner in the sum of the 
deficiency, including the penalty.** This is justified by the consideration 
that the liability would have existed had the taxpayer failed to commence 
the proceedings, and his improper commencement should not effect a 
different result. Once a proceeding has been properly commenced, and 
the taxpayer has contested the fraud charges either in his petition or 
reply, the Commissioner must introduce proof of the fraud and sustain 
his burden thereon even though the taxpayer fails to appear at the 
hearing.*? In support of his case, the Commissioner may not rely upon 
facts pleaded by the taxpayer which have been denied in the answer.* 
However, where the fraud issue is first raised in the answer, which pleads 
facts in support of a finding of fraud, the taxpayer must enter a denial 
in his reply, or the Commissioner will prevail by default.** Even then, 
the Commissioner cannot obtain a judgment on the pleadings, because 
the amount of the deficiency has been placed in issue by the filing of the 
petition, and the amount of the penalty cannot be determined until the 
initial deficiency is ascertained.** 

In M. Rael Schwarz ** the Tax Court held that where the taxpayer 
fails to appear, hearsay testimony which would be excluded upon objec- 
tion, is admissible to prove fraud. In that case the taxpayer was charged 
with failing to return sums obtained by extortion, but the only evidence 
connecting the taxpayer with the extortion consisted of hearsay. The 
requirement that the Commissioner prove fraud even though the taxpayer 
fails to appear, is predicated on the former’s burden in making out a case. 


31 William Bioff, 47 B.T.A. 942 (1942). 

82 Continental Shoe Mfg. Co. Inc., 2 TCM 913 (1943); John Soeder, 1 TCM 393 
(1943) ; Henry S. Kerbaugh, 29 B.T.A. 1014 (1934). 

33 J, William Schultze, 18 B.T.A. 444 (1929). 

34 Lewis E. Downer, 4 TCM 358 (1945); Russell C. Mauch, 35 B.T.A. 617 (1937), 
aff'd, 113 F.2d 555 (C.C.A.3rd 1940). 

85 Solomon Beringer, 29 B.T.A. 250 (1933). 

36 B.T.A. Memo. Dkt. 106815. CCH Dec. 12,570-J, P-H 42,350 (1942). 
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No social justification appears to warrant the destruction of that require- 
ment by permitting the proof of essential elements to be made by clearly 
inadmissible testimony. 

Since the passage of the Revenue Act of 1938, the tax statutes and 
subsection 51(b) of the Code have expressly imposed joint and several 
liability with respect to the tax upon spouses filing joint returns. In- 
fluenced by this change, the Tax Court has reverted to a former position— 
after a period of contrary holdings—that joint liability exists regardless 
of the fact that the entire deficiency may be attributable to one spouse.** 

Where both spouses have actively committed fraud in filing a joint 
return,** or have so commingled their finances that the Commissioner 
cannot allocate the deficiency and the taxpayers fail to do so, joint 
liability for the fraud penalty would be warranted without an express 
provision. The Tax Court, however, had imposed joint liability with 
respect to the penalty prior to the change in the Code, where neither of 
these factors was present, and no knowledge of the fraud on the part 
of the spouses had been shown.*° 4 fortiori, this position has been taken 
since the amendment.** The unjustifiable variance from the result effected 
in community property states is thus continued. In those states a spouse 
returning, on an individual return, one-half of the community property 
as fraudulently computed for tax purposes by the spouse actually earning 
the income, is not liable for any penalty in the absence of knowledge of 
the fraud.** Of course, a spouse in a community property state should 
be required to return her share of the correct community income where 
she knows that a loss taken as a deduction by her husband is fraudulent. 
While she cannot control her husband’s return, she can render a proper 
return for herself, and the invocation of the fraud penalty serves to 
compensate the Treasury for her failure to do so. 

A finding of fraud cannot be predicated solely upon sustaining a 
deficiency resulting from the disallowance of a deduction or a finding 
that income was unreported. That this must be so is clear from the 


87 George W. Schoenhut, 45 B.T.A. 812 (1942) (which reviews the shift in position). 
The contrary rule had first been enumerated in Cole v. Comm’r, 81 F.2d 485 (C.C.A.9th 
1936). 

88 Wallace H. Petit, 10 T.C. 1253 (1948). 

89 Rogers v. Comm’r, 111 F.2d 987 (C.C.A.6th 1940), affirming 38 B.T.A. 16 (1938) ; 
cf. Joseph Calafato, 42 B.T.A. 881 (1940), aff'd per curiam, 124 F.2d 187 (C.C.A.3rd 
1942) (no return filed). 

40Frank A. Weinstein, 33 B.T.A. 105 (1935); Joseph Buchhalter, 29 B.T.A. 600 
(1933). 

41 Howell v. Comm’r, 175 F.2d 240 (C.C.A.6th 1949), affirming 10 T.C. 859 (1948). 
The contrary position taken in a memorandum opinion in 1948 did not review the 
authorities. Abraham Freitag, 7 TCM 26 (1948). 

42 Courtney A. Kenney, supra note 1; T. G. Nicholson, 38 B.T.A. 190 (1938); 
Mrs. Niels Esperson, 13 B.T.A. 616 (1928). : 
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difference in the rules governing burden of proof on the fraud charge 
and upon the determination of deficiencies. With a presumption favoring 
the Bureau’s finding on a deficiency, a determination that fraud exists 
predicated on that finding alone would create a presumption against the 
taxpayer whereas the burden of proof lies with the Commissioner. Thus, 
in Arthur M. Godwin* a corporation of which the taxpayer was an 
officer, created a trust fund for the distribution of bonuses and com- 
missions. No proof was adduced concerning the distribution of the funds 
during two years so that the Commissioner’s determination that the 
trustees, of whom the taxpayer was one, had received them was sustained 
for the purpose of ascertaining the deficiency. However, this finding that 
income remained unreported, was insufficient to support a fraud charge 
because there was no evidence that the taxpayer had received any part 
of the trust funds. Similarly, a deduction may be disallowed because the 
taxpayer failed to keep records of his expenditures, but that fact hardly 
proves that an expenditure entitling the taxpayer to the deduction taken, 
was not made.“ 

Carelessness Versus Fraud. Even an admission by the taxpayer that 
the deficiency is correct is insufficient to prove fraud,*® for the improper 
entry in the return may be due to an honest error,** ignorance of the law, 
etc. Even the failure to return income “* for a number of years will not, 
of itself, be deemed to be fraudulent if the amounts involved are small 
when compared with total income for the year.“* The probability that 
the income has been overlooked is still too great to be overcome by the 
inference of fraud arising from the repetition. However, when the 
amount of income omitted from the return is too large proportionately 
to admit an inference of oversight, a finding of fraud will be made in the 





43 34 B.T.A. 485 (1936) ; accord, Helen Orlowski, 8 TCM 276 (1949) ; T. M. Stanton, 
6 TCM 977 (1947); F. W. Lukins, 3 B.T.A. 204 (1925). 

44 Helen Orlowski, supra note 43; Dahne W. Winebrenner, 6 TCM 1315 (1947); 
Frank J. Moore, 37 B.T.A. 378 (1938) ; Ned Wayburn, 32 B.T.A. 813 (1935). 

45 Oscar G. Joseph, 32 B.T.A. 1192 (1935); American Ideal Cleaning Co., 30 B.T.A. 
529 (1934) ; Joseph Buchhalter, 29 B.T.A. 600 (1933) ; E. C. Humphreys, 9 B.T.A. 656 
(1927). 

46 William E. Mitchell, 40 B.T.A. 424 (1939). 

47 The taxability of income embezzled by officer-stockholders could have been raised, 
but was not, in Frank A. Maddas, 40 B.T.A. 572 (1939), aff'd, 114 F.2d 548 (C.C.A.3rd 
1940). In Wallace H. Petit, 10 T.C. 1253 (1948), the Court held that the sale of sugar 
at overceiling price, the excess being kept by an employee, was not embezzlement where 
false ration coupons were accepted, because the excess price was not paid for the sugar 
but to induce the acceptance of the false coupons. The distinction appears specious at best. 

48 Helen Orlowski, 8 TCM 276 (1949) ; Dahne W. Winebrenner, 6 TCM 1315 (1947). 
If the amount as to which it is claimed fraud was committed is relatively small “there 
is a greater necessity for finding the evidence strong and convincing.” Duffin v. Lucas, 
55 F.2d 786 (C.C.A.6th 1932). 
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absence of some explanation.*® That the issue whether an inference of 
fraud is justifiable may be a close one, was evidenced by two cases in- 
volving the underreporting of tips in which contrary results were reached. 
In one, the finding of fraud was predicated upon the fact that only a 
nominal sum was reported as tips °° whereas, in the other, the Court 
refused to make such a finding where the taxpayer’s estimate, made with- 
out the benefit of records, could not be said to be a deliberate under- 
estimate.’ Claims that taxpayers have underreported incomes as a result 
of bona fide estimates have been rejected where the taxpayer could easily 
have ascertained the correct amount from available records.” 

Frequently, deficiencies are caused by the taxpayer’s reliance upon in- 
adequate or poorly-kept systems of accounting from which income can- 
not be determined,”* or which may not support the taxpayer’s return years 


49 Underreport income one year: Sam Katz, 8 TCM 256 (1949); Harrison J. 
Freebourn, supra note 30; Emil A. Bruder, B.T.A. Memo. Dkt. 95144. CCH Dec. 
12,526-F, P-H [42,281 (1942); Nicholas Roerich, 38 B.T.A. 567 (1938), aff’d, 115 F.2d 
39 (App. D. C. 1940), cert. denied, 312 U.S. 700 (1941); D. C. Clarke, 22 B.T.A. 314 
(1931); Ernest Miller, 15 B.T.A. 811 (1929); Chas. F. Long, 12 B.T.A. 488 (1928). 

Repeated underreporting: Rogers v. Comm’r, 111 F.2d 987 (C.C.A.6th 1940) (“It is 
conceivable that taxpayers may make minor errors on their tax returns, or, owing to — 
different or contradictory theories of tax computation, calculate returns which differ 
greatly in result from the Commissioner’s assessments. Here petitioners do not have 
that excuse. Discrepancies of 100 per cent and more between the real net income and 
the reported income for three successive years strongly evidence an intent to defraud the 
Government.” 989) ; Helen Orlowski, 8 TCM 276 (1949) ; Frank Hendrick, 7 TCM 364 
(1948) ; E. J. Adams, 7 TCM 965 (1948) ; Ralph W. Dorn, 6 TCM 848 (1947) ; Estate 
of C. August Seifert, 4 TCM: 227 (1945); John Soeder, 1 TCM 393 (1943); Ollie V. 
Kessler, 39 B.T.A. 646 (1939); Frank A. Weinstein, 33 B.T.A. 105 (1935); Joseph 
Carroro, 29 B.T.A. 646 (1933). 

A taxpayer is not aided by the fact that the omitted income was returned in another 
return under a fictitious name where additional exemptions and deductions are taken. 
Dahne W. Winebrenner, 6 TCM 1315 (1947) Even if these are not taken, different 
surtax brackets would apply so that the aggregate tax would be understated. In T. G. 
Nicholson, 38 B.T.A. 190 (1938), the taxpayer’s partner returned the entire income from 
the partnership and later charged the taxpayer with his share of the tax. It was not 
shown that the taxpayer knew this at the time the returns were filed or that there was 
no adverse effect to the Treasury, but the Board held these factors immaterial anyway 
in imposing the penalty, stating that one taxpayer may not discharge his duty by having 
another report the. income and pay the tax. 

The Commissioner will be unable to make out a case if he cannot produce the return 
filed or a copy thereof, since otherwise he cannot show what income was reported and 
what deductions taken. T. M. Stanton, 6 TCM 977 (1947); Kenneth P. Steinreich, 
2 TCM 1199 (1943). 

50 Nazzareno D. Cesanelli, 8 T.C. 776 (1947). 

51 Michael Marinaccio, 8 TCM 335 (1949). 

52 Albert A. Levin, 36 B.T.A. 1168 (1937); J. S. McDonnell, 6 B.T.A. 685 (1927). 

53 Estate of Fred Arbogast, 7 TCM 211 (1948); Watson-Moore Co., 30 B.T.A. 1197 
(1934) (“The fact that numerous adjustments v.ere necessary and that some were com- 
plicated in nature, due to the method of bookkeeping used by petitioner, is insufficient to 
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later when he has forgotten the facts which he used to supplement his 
records.** Or errors may be caused by inexperienced bookkeepers,”* or 
by misunderstandings which arise when the individual recording the 
transaction does not have all the facts and makes an erroneous assump- 
tion, by an unsuccessful attempt to straighten out a badly-kept set of 
books,” or by accident.** Errors in a return due to such causes negative 
fraud, however numerous or complicated the necessary adjustments, un- 
less the errors are so large that the taxpayer must have realized that his 
income was underreported by the obvious comparison with his expendi- 
tures and change in net worth," by the manifest errors on easily verifiable 
items,®° or by the variance with known income,” or unless the accounting 
system itself or the claimed carelessness appears to be an elaborate artifice 
to understate income.” 

At times the Tax Court has been extremely liberal in accepting an ex- 
planation predicated on poor accounting methods. In A. C. Griffith * the 
taxpayer, a physician, had the deposits of sums from his practice entered 
in his bank book, whereas other items such as gifts, capital returns, liquidat- 
ing dividends, and interest were recorded on duplicate deposit slips. None 
of the latter items was returned as income. The Board of Tax Appeals’ 
acceptance of the argument that the underreporting of income was due to 
a poor method of accounting, is neither supportable on the facts nor 
consistent with other decisions of the Tax Court. 

One of the factors considered in determining that the taxpayer has 
acted carelessly rather than with fraudulent intent, is the presence of 
errors in the return in favor of the Treasury.“ In all the reported cases, 


establish fraud.” 1207) ; H. C. Lister, 18 B.T.A. 699 (1930) ; Homer P. Morris, 9 B.T.A. 
1273 (1928); Abraham Scheer, 11 B.T.A. 836 (1928); John B. Arnold, 14 B.T.A. 954 
(1928) ; Louis Wald, 8 B.T.A. 1003 (1927); F. G. Bishoff, 6 B.T.A. 570 (1927); see 
J. S. McDonnell, 6 B.T.A. 685 (1927). 

54 Frank J. Moore, 37 B.T.A. 378 (1938); L. A. Meraux, 38 B.T.A. 200 (1938). 

55 Gutterman Strauss Co., 2 B.T.A. 433 (1925). 

56 Ned Wayburn, 32 B.T.A. 813 (1935); James R. Hopkins, 19 B.T.A. 693 (1930) ; 
W. F. Shawver Co., 20 B.T.A. 723 (1930). 

57 Pottash Bros., 12 B.T.A. 190 (1928). 

58 American Packing Co., 3 B.T.A. 195 (1925). 

59 FE. J. Adams, 7 TCM 965 (1948). 

60 Harris v. Comm’r, 174 F.2d 70 (C.C.A.4th 1949). 

61D. C. Clarke, 22 B.T.A. 314 (1931). 

62 Russell C. Mauch, 35 B.T.A. 617 (1937), aff’d, 113 F.2d 555 (C.C.A.3rd 1940) ; 
M. Rea Gano, 19 B.T.A. 518 (1930). 

6311 B.T.A. 565 (1928), accord, Williamson Milling Co., 5 B.T.A. 814 (1926); 
Griffith v. Comm’r, 50 F.2d 782 (C.C.A.7th 1931). 

64 Estate of Fred Arbogast, 7 TCM 211 (1948); T. M. Stanton, 6 TCM 977 (1947) ; 
William E. Mitchell, 45 B.T.A. 822 (1942), on remand in 118 F.2d 308 (C.C.A.5th 1941), 
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of course, the error in favor of the Government was less than that in 
favor of the taxpayer—there would be no deficiency otherwise. This 
suggests the possibility of planting such errors, or even that a taxpayer, 
making one false entry with fraudulent intent, accidently erred in favor 
of the Treasury on another entry.® Hence, an error in favor of the 
Commissioner cannot be considered unequivocal disproof of fraud, but 
it is a factor tending to prove its absence. 

Misunderstanding of Law. A difficult problem arises when a taxpayer 
purports to comply with the letter of the law granting a deduction or 
rendering income taxable to another. The deduction of losses on a sale 
of securities is one of the most frequent of such cases. Taxpayers who 
have resorted to the obviously fraudulent device of selling securities to a 
dummy who is furnished funds or guaranteed against loss,° and tax- 
payers who sell for a tax loss securities known to have become worthless 
in prior tax years, have obtained no comfort from the Court.®’ Similarly, 
losses taken on sales of securities paid for solely by the purchaser’s note 
are deemed to be fraudulent if the sale is reversed the following year 
without any interest or principal having been paid on the note.** However, 
taxpayers have not been penalized merely because the securities were paid 
for by crediting a pre-existing obligation,*® some of the dividends were 
thereafter paid to and retained by the seller through error,” transfer 
stamps were omitted through a misunderstanding of the law,” or because 
the seller permitted the buyer to continue to use the securities as collateral 
for some time."? Even where securities paid for by the buyer’s note were 
repurchased, no fraud has been found if there has been any sign of 


reversing 40 B.T.A. 424 (1939); L. A. Meraux, 38 B.T.A. 200 (1938) ; Oscar G. Joseph, 
32 B.T.A. 1192 (1935); James R. Hopkins, 19 B.T.A. 693 (1930); Abraham Scheer, 
11 B.T.A. 836 (1928) ; National Land Co., 10 B.T.A. 527 (1928). 

65 Fraud was found despite an error in favor of the Treasury in William H. Malone, 
4 TCM 1133 (1945). 

86 Charles Goodman, 5 TCM 1126 (1946); Daniel J. Leary, P-H T.C. Mem. Dec. 
45,042 (1945), modified on another point, 745,123; Charles Weyl, Exec., 38 B.T.A. 850 
(1938). But cf. Riverview State Bank, 12 B.T.A. 1261 (1928) (guarantee by directors 
of corporation selling securities does not render deduction of loss by corporation 
fraudulent). 

87 Sol H. Goldberg, 36 B.T.A. 44 (1937), aff'd, 100 F.2d 601 (C.C.A.7th 1938), cert. 
denied, 307 U.S. 622 (1939) ; cf. Charles Goodman, 5 TCM 1126 (1946). 

68 Robert W. Carter, 36 B.T.A. 598 (1937); Lincoln L. McCandless, 5 B.T.A. 1114 
(1927) ; John A. McCandless, 5 B.T.A. 1120 (1927); cf. Henry H. Schallman, B.T.A. 
Memo. Dkts. 80669, 80673. CCH Dec. 9452-B, P-H {36,242 (1936) (also guarantee 
against loss), aff'd per curiam, 102 F.2d 1013 (C.C.A.6th 1939). 

69 John T. Smith, 40 B.T.A. 387 (1939) ; Schoenfeld Bros. Inc., 36 B.T.A. 943 (1937). 

70 Charles Goodman, 5 TCM 1126 (1946) ; Schoenfeld Bros. Inc., 36 B.T.A. 943 (1937). 

71 Schoenfeld Bros. Inc., supra note 70. 

72 Charles Heiss, 36 B.T.A. 833 (1937). 
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financial responsibility on the buyer’s part, such as furnishing collateral 
from his own resources,"* or making a gain on the sale.™* 

In Charles E. Mitchell** the taxpayer sold to his wife stock in a cor- 
poration of which he was president, for $3,800,000, which sum his wife 
agreed to pay with interest. The stock was held as collateral for a loan 
to the taxpayer and continued to be so held. Transfer stamps were not 
affixed to the certificates, and the creditor was not notified of the sale. 
The taxpayer’s wife had assets of $950,000 of which only $32,000 was 
in cash ; she recorded the purchase on her records but not the debt. Interest 
in excess of the dividends received was paid by her, but the excess sum 
was derived from gifts received from the taxpayer on various occasions, 
such as her birthday, wedding anniversary, etc. The price of the stock 
continued to fall after a temporary rise and the taxpayer repurchased it 
at the sales price of $212 when the market price was $45 per share. 
Because the market was shaky, stockholders of the corporation were in- 
formed by the taxpayer that he had not sold any stock, and the taxpayer 
presented a claim as owner of the stock after the sale. Counsel had 
advised the taxpayer that the deduction of the loss was proper. Although 
the Tax Court found that not all the facts had been revealed, the only 
detail which appears to have been withheld was the actual amount of 
assets owned by the taxpayer’s wife, counsel having been advised merely 
that she was solvent. A finding of fraud was made. 

It should be recalled that in almost all the cases, the taxpayer is unable 
to overcome the presumption in favor of the Commissioner on the 
deficiency, but it does not follow that clear and convincing evidence of 
fraud exists. All of the elements of domination which appear in the 
Mitchell case have appeared in other cases, with the exception of the claim 
of continued ownership which Mitchell asserted, but that claim is under- 
standable in the light of the market conditions which prevailed at the 
time. Another factor against the taxpayer was his saving his wife harm- 
less. While the decision cannot be said to be in conflict with any prior 
decision,” the result may in fact have been attributable to ad hominem 


reasons. 


78 George Mackubin, 36 B.T.A. 225 (1937). 

™ James Nicholson, 32 B.T.A. 977 (1935). 

75 32 B.T.A. 1093 (1935), aff'd, 89 F.2d 873 (C.C.A.2d 1937), aff'd, 303 U.S. 391 (1938). 

76 There is, however, some language inconsistent with the requirement that the tax- 
payer must have a purpose to evade taxes known to be due. The Board stated, ‘ Under 
the revenue laws every taxpayer is, in the first instance, his own assessor. He determines 
the amount of tax due. This privilege carries with it a concurrent responsibility to deal 
frankly and honestly with the Government—to make a full revelation and fair return 
of all income received and to claim no deductions not legally due. This responsibility 
is not properly discharged by resolving all doubts against the Government, or by giving 
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Two years later the Board of Tax Appeals held that a taxpayer’s taking 
a tax loss on a security sale is not fraudulent even though the proceeds are 
given as a gift to his wife and used to repurchase the same securities, 
which are utilized by the taxpayer as collateral for a loan.” Yet the 
appearance of mala fides was even stronger than in the Mitchell case. 

The same year, in dA. W. Mellon,"* the Board found that a former 
Secretary of the Treasury had not filed a fraudulent return, on facts 
which were certainly as susceptible of such a finding as the Mitchell case. 
On December 30, 1931 the taxpayer sold shares of Pittsburgh Coal Co. 
to Union Trust Co. for $500,000. This transaction was arranged with 
the president of Union, who was indebted to the taxpayer for his posi- 
tion. The stock had no prospect of paying dividends, but was valuable 
solely for the strategic control which it afforded. In fact, the taxpayer 
had refused an offer above market because he disapproved of the use to 
which the control would have been put. Title to the securities was held 
in the name of a Union nominee utilized largely to hold customers’ securi- 
ties. Union had never before purchased a non-dividend-paying stock 
except to indemnify the bank against loss. A vice-president of Union 
was instructed to sell the stock in March of the following year, and the 
only one consulted was Johnson, an employee of the taxpayer. Johnson 
arranged for a sale at the original sale price plus interest to Coalesced, 
a corporation of which Johnson was an officer, and of which the preferred 
stock was owned by the taxpayer, and the common stock, by his children, 
who had received it as a gift from the taxpayer. It was the claim of the 
taxpayer that he was uriaware of the sale to Coalesced until his return 
from England in July, 1932. 

In December, 1932 Johnson sold six of the taxpayer’s securities to 
Union. Of these, one consisted of notes in default, a second was stock 
in the same corporation, a third constituted bonds selling at 78, and a 
fourth was preferred stock in the same corporation. In February of the 
following year the vice-president of Union was told to effect a sale, and 
he asked Johnson to arrange it. One security had advanced in price and 
Johnson declined to pay the market price. The president of Union directed 
that a compromise figure be accepted. 

In December, 1931 the taxpayer’s brother, who owned securities jointly 
with him, arranged for a sale of one issue to Union of whose executive 
committee he was a member. The security was repurchased 37 days later. 


effect to studied efforts to wipe out taxable income by secret and questionable prac- 
tices. It is a maxim of our law that, in dealing with the Government, taxpayers must 
turn square corners.” 32 B.T.A. at 1128. 

77 F, Stanley Porter, 36 B.T.A. 475 (1937). 

78 36 B.T.A. 977 (1937). 
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It was shown that other members of the executive committee effected 
similar sales and repurchases for tax losses. The deduction of these losses 
for tax purposes was found to be not fraudulent. Not only were the 
facts as strong as those in the Mitchell case, but the third transaction 
falls within several cases in which fraud was found. 

A still more liberal attitude toward the taxpayer appears in cases in 
which the taxpayer makes a gift of property to his family and thereafter 
does not report income derived therefrom. It has only been where the 
taxpayer has thereafter used the income from the property for himself 
that fraud has been found.” The failure to deliver has not been held to 
be fatal with respect to the fraud issue where a gift tax has been paid 
and the Commissioner has questioned only the value returned, because 
of the mere possibility that the taxpayer believed his gift sufficient for 
tax purposes.*° Even the use of the funds to pay necessaries of the donees 
which the taxpayer would otherwise pay,” or the use of the securities 
as collateral by the taxpayer,** has-been held insufficient to sustain a fraud 
charge. 

Returns predicated upon the existence of family partnerships have 
been held to be fraudulent when no partnership agreement was made and 
the business was held out to the public as a sole proprietorship,** but the 
second factor alone has been held to be insufficient.** A fraud penalty 
has also been sustained when the purported partnership agreement was 
not entered into until the close of the tax year in question, no account 
entries reflected the purported partnership, and neither capital nor services 
were contributed.*° A return predicated: upon a partnership arrange- 
ment under which partners other than the taxpayer were not to draw 





79M. Rea Gano, 19 B.T.A. 518 (1930); cf. Charles Goodman, 5 TCM 1126 (1946) 
(purports to create trust but no duties specified, and income never identified on books 
or segregated). 

80 W. P. Sewell, 3 TCM 106 (1944). 

81 Abraham Scheer, 11 B.T.A. 836 (1938) ; cf. George Washington, Sr., 36 B.T.A. 74 
(1937). 

82 Oscar G. Joseph, 32 B.T.A. 1192 (1935). For other acts of dominion, see Earl O. 
Johnson, 5 B.T.A. 253 (1926); also John F. Gouldman, Jr., 6 TCM 657 (1947), where 
the Commissioner did not even assess a penalty. 

83], J. Adelson, 7 B.T.A. 110 (1927) (another division of income predicated upon 
a family partnership was held to be fraudulent where there were non-family partners 
who had no agreement with the taxpayer’s spouse with whom the taxpayer sought to 
split his share for tax purposes). 

84 W. F. Covington, B.T.A. Memo. Dkt. 81846. CCH Dec. 10,067-B, P-H {38,227 
(1938) (“It is conceivable that petitioner honestly, although mistakenly, believed that 
he effected the formation of a legal partnership.” P—H Memo. Dec. at 392). 

85 Grover C. Blumer, 23 B.T.A. 1045 (i931). But cf. Alexander Jarvis, 5 TCM 459 
(1946) (execution of a written agreement during tax year not indicative of fraud where 


“partner” contributed capital and services). 
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income until the taxpayer’s investment was returned, was held to be 
fraudulent where the entries allocating profits had been erased and altered 
several years after the tax year in question.*® However, mere changes in 
profit entries in the books have not been regarded as sufficient to prove 
fraud.*’ If the only facts present are the execution of a family partner- 
ship agreement prior to the tax year and the return of income in accordance 
with the agreement, a fortiori, no fraud has been found.** 

Anticipatory assignments of income, while insufficient to avoid tax, 
have been held not to render fraudulent a tax return reflecting the assign- 
ment,** as long as the taxpayer does not directly or indirectly reacquire 
the funds free of an obligation to repay.°° An attempt to reallocate in- 
come already received has been deemed, however, to go beyond a good 
faith mistake of law.” 

There is reluctance to find fraudulent intent on the part of a taxpayer 
who claims income from services to have been received as a gift, except 
where it is received from an employer without being designated as a 
gift.°* Of course, where an employer labels a payment as a gift it is 
understandable that the employee should regard it as non-taxable,”* for 
most people are unaware of the nature of the motivation required to 
support the finding of a donative intent. Similarly, an employee of a 
corporation who receives compensation from a stockholder for his services 
may genuinely, though mistakenly, believe that the payment is a gift.” 
However, even if the payor is not an employer,’ it requires unusual 
circumstances to lead one to believe that a payment for services constitutes 


86 James H. Persons, 5 B.T.A. 716 (1926). 

87 Ed Kasch, 25 B.T.A. 284 (1932). 

88 Estate of Fred Arbogast, 7 TCM 211 (1948). 

89 Tatem Wofford, 5 T.C. 1152 (1945); C. A. Bryan, 19 B.T.A. 111 (1930). But cf. 
Heyman v. Comm’r, 176 F.2d 389 (C.C.A.2d 1949) (attempt to buttress assignment by 
corporation to stockholders by claiming it to be in lieu of payment of a “debt” consisting 
of an interest in surplus). 

90 Paul Plunkett & Co., 42 B.T.A. 464 (1940). But a mere loan of the funds to the 
taxpayer requiring the payment of interest which is actually paid is insufficient to sus- 
tain a fraud charge. John W. Bailey, 3 B.T.A. 362 (1926). 

91 Fred Ascher, 2 B.T.A. 1257 (1925). 

92 William W. Kellett, 5 T.C. 608 (1945). 

83. No fraud found where employer treated sum received as a gift: William W. 
Kellett, supra note 92; James Thomas, B.T.A. Memo. Dkt. 108885. CCH Dec. 12,545-B, 
P-H 42,306 (1942). 

84 William W. Kellett, supra note 92; cf. Ellwood M. Rabenold, 6 TCM 1001 (1947) 
(president of corporation makes payment to owner of half of corporation’s stock. Held 
to be dividend rather than gift as taxpayer contended, but no fraud found). 

95 Nicholas Roerich, 38 B.T.A. 567 (1938) (taxpayer went on art expedition. Payor had 
promised contribution and other persons made contributions. Payor claimed his payments 
were for purchase of paintings, and while some writings support this view, there were 
other contradictory writings). 
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a gift when it is not so labeled. Yet, even in the absence of such cir- 
cumstances, a taxpayer’s contention that he held such a belief was 





accepted.** 
The genuineness of a taxpayer’s belief that he had received income as 


a trustee has been sustained where the trust had a history as a legitimate 
device even though the taxpayer-trustee had become the sole beneficiary.” 
Where there are other beneficiaries, the revelation of their identity and 
the segregation of the income for them are the factors relied upon to 
disprove fraud,® while the absence of these factors constitutes sufficient 


proof to sustain the penalty.” 

In general, it may be said that errors in returns predicated upon the 
more subtle concepts of tax law such as the requirement of business pur- 
pose in order to obtain the benefits of the reorganization provisions in 
the tax laws,’®° and the more complicated provisions such as the computa- 
tion of basis,** are more apt to be accepted as genuine mistakes of law. 
So too, are issues dependent upon an evaluation of degree.*? On the 


96 J. Heninger, 9 B.T.A. 1318 (1928). 

97 Philip Suetter, 5 TCM 872 (1946). 

98 Ellwood M. Rabenold, 6 TCM 1001 (1947). 

99 Russell C. Mauch, 35 B.T.A. 617 (1937), aff'd, 113 F.2d 555 (C.C.A.3rd 1940) ; 
Charles Goodman, 5 TCM 1126 (1946); Harry F. Canelo, 41 B.T.A. 713 (1940). 

100 Harold B. Franklin, 34 B.T.A. 927 (1936); Thomas N. Perkins, 33 B.T.A. 606 
(1935). Other examples are a purchase of stock by an issuing corporation which is 
equivalent to the distribution of a dividend (L. B. Hirsch, 42 B.T.A. 566 (1940)); a 
payment received pursuant to an arbitration award which directs that it be reported 
for tax purposes by another party (Arthur S. Barnes, 36 B.T.A. 764 (1937)), and the 
disallowance of losses on wash sales (William E. Mitchell, 40 B.T.A. 424 (1939), rev’d 
on another ground, 118 F.2d 308 (C.C.A.5th 1941)). 

Ignorance as to the taxability of living quarters has also been accepted, though the 
lack of common knowledge with reference thereto is much more questionable. Charles 
Heiss, 36 B.T.A. 833 (1937). 

101 Rogers Recreation Co. v. Comm’r, 103 F.2d 780 (C.C.A.2d 1939) ; John E. Hoover, 
4 TCM 593 (1945); William E. Mitchell, supra note 100. Other examples are rules 
governing the year in which items are accruable [John E. Hoover, supra; Landers Bros. 
Co., 17 B.T.A. 1078 (1929) (“... an error in judgment as to what does, and does not, 
fall within the purview of the statute is not an indication of bad faith to be branded as 
fraud and penalized as such.” 1081); Sharpsville Boiler Works Co., 3 B.T.A. 568 
(1926) (“... we cannot sanction an assessment of a fraud penalty on mere suspicion 
or because the memories of witnesses may falter or conflict.” 580)]. Compare William R. 
Scharton, 32 B.T.A. 459 (1935) (facts relied on as a basis for taxpayer’s judgment 
themselves do not appear bona fide) with Jemison v. Comm’r, 45 F.2d 4 (C.C.A.5th 
1930) ; Rusphane B. Iverson, 29 B.T.A. 863 (1934). 

102 F.g., whether a person’s dealing in a security is sufficient to render such dealing 
in the ordinary course of a business (J. R. Moore, B.T.A. Memo. Dkts. 89814, 89815. CCH 
Dec. 10,868-F, P-H {39,484 (1939), appeal on another point dismissed, 123 F.2d 145 
(C.C.A.9th 1941) ), on what the value of property is (Doric Apartment Co., 32 B.T.A. 
1187 (1935)), or whether an inventory is obsolete (Templeton, Kenly & Co. Ltd., 
6 B.T.A. 61 (1927)), or whether a salary is reasonable (Worth James, 6 TCM 322 


(1947) ). } 
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other hand, reliance upon non-existent agreements *°* or upon distortions 
of everyday concepts ** is apt to be rejected. Of course, the final judg- 
ment will also be influenced by other factors present in the case which 
reflect upon the taxpayer’s good faith.*®° In each case, though, the inquiry 
is whether the taxpayer subjectively believed he was complying with the 
law, for an honest error, however grievous, is not fraud. When the Tax 


103 Lorraine Corp., 33 B.T.A. 1158 (1936) (payment of profits to president-stockholder 
under guise of royalties). A similar attempt to milk out profits was held not to be 
fraudulent, though not recognizable for tax purposes, where an agreement was made in 
the belief that it was valid (Herff Motor Co. v. McCabe, 41 F. Supp. 1011 (D. C. M. D. 
Tenn. 1939), aff'd per curiam, 122 F.2d 1022 (C.C.A.6th 1941)). Similarly, the sale of 
corporate property by the stockholders was held taxable to the corporation but not 
fraudulent by virtue of the corporation’s failure to return the income where the property 
had been transferred (Court Holding Co., 2 T.C. 531 (1943)), but fraud was found 
when the property had not been transferred to the stockholders (Tanner Oil Co., 20 B.T.A. 
794 (1930)). There was a similar failure to find fraud where profit was reported by a 
subsidiary when it was taxable to the stockholder, in F. F. Nicola, 33 B.T.A. 1113 
(1936), and also in Guaranty Trust Co. v. United States, 44 F. Supp. 417 (E. D. Wash. 
1942), although in the latter case the handling of the transaction by the parent was 
equivocal. And in Oklahoma Auction Co., B.T.A. Memo. Dkt. 106033. CCH Dec. 
12,406-J, P-H {42,088 (1942), no fraud was found in taking a dividend paid credit, 
although it was not paid until the following year, where the decision to pay it was 
made during the year it was taken but payment was not made through error and it was 
customary to pre-date entries. 

104 F.g., listing a commission as the sale of an asset (Victor A. Dorsey, 33 B.T.A. 295 
(1935) ). The payment of a bonus to officer-stockholders who reallocated the sums among 
themselves in proportion to stockholdings, demonstrates fraud in that it showed knowl- 
edge that that corporation could not properly deduct the payments as actually made. 
Holmes & Jones, Inc., 30 B:T.A. 74 (1934) But where the corporation made a pay- 
ment only to one stockholder-officer who then paid a portion to a second stockholder who 
claimed it was a gift, no fraud was found since the second stockholder received nothing 
from the corporation. In addition, the issue in this latter case was the taxability to the 
stockholder and not the deductibility to the corporation. Ellwood M. Rabenold, 6 TCM 
1001 (1947). 

In Milton A. Mackay, 11 B.T.A. 569 (1928), the taxpayer deducted expenses and 
failed to include their reimbursement in income, yet his claim of ignorance was accepted. 
But a claim of ignorance concerning the taxability of capital gains was rejected in 
Chas. F. Long, 12 B.T.A. 488 (1928), and concerning the ordinary income concept, 
in Courtney A. Kenny, B.T.A. Memo. Dkts. 85857, 85858. CCH Dec. 10,119-B, P-H 
138,266 (1938), aff’d, 111 F.2d 374 (C.C.A.5th 1940). 

105 Jn William R. Scharton, 32 B.T.A. 459 (1935), the Board declined to accept the 
claim that the taxpayer believed that a payment for services in securities was not taxable 
until the securities were sold because of other indications of fraud, but accepted a claim 
that the taxpayer believed that profits on the sale of property need not be reported until 
all the property acquired in one deal were disposed of. National Land Co., 10 B.T.A. 527 
(1928) ; cf. Griffiths v. Comm’r, 50 F.2d 782 (C.C.A.7th 1931) (failure to report income 
constructively received, not fraudulent) ; George L. Rickard, 15 B.T.A. 316 (1929) (not 
fraudulent where taxpayer fails to report income because he anticipates legal expenses 
and fines which would not be deductible anyway). Similarly, the claim that income 
was received as a loan was rejected for tax purposes but held not fraudulent in Chase H. 
Lord, supra note 16, but rejected in F. W. Lukins, 3 B.T.A. 204 (1925). 
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Court speaks in terms of presuming that a taxpayer knows the law,*” it 
must be taken to mean that in the absence of a specific claim of ignorance, 
the assumption will be made that the taxpayer is aware of the more 


fundamental legal rules. 

Certain errors in returns are fraudulent by their very nature. Examples 
are the taking of false personal exemptions by individuals,*” the deduc- 
tion of expenses neither incurred nor paid by a corporation,*”* concealing 
under a false label expenses deducted because their deductibility was 
doubt ful,’*®* the payment of salaries without the performance of services,*”° 
and the deduction by a corporation of the losses incurred by, and personal 
expenses of, its officer-stockholders.** A failure to record a substantial 
number of entries of transactions yielding income in the taxpayer’s 
customary records tends to prove fraud where such income has not been 
reported on the tax return."*? Or the other hand, the revelation of all the 
facts on the taxpayer’s books where they may be audited easily by a 
revenue agent, tends to disprove ‘fraud if the failure to report them may 
be explained by some error such as accruing items during the wrong 
year."* Withholding some bank accounts from the person requested to 


106 Emory Anderson, 7 TCM 651 (1948) (“We have no doubt that the petitioner was 
fully aware of his duty to report his income from all sources and fraudulently failed 
to do so.” 654); Charles Goodman, 5 TCM 1126 (1946) (the taxpayer “is an educated 
man of many years of business experience and must be charged with knowledge that 
corporations engaged in business for profit do not pay, and have no statutory right to 
deduct for tax purposes, salaries except for services actually rendered.” 1145). 

107 John McKeon, 39 B.T.A. 813 (1939). 

108 Estate of Louis L. Briden, 11 T.C. 1095 (1948); John McKeon, 39 B.T.A. 813 
(1939) ; Liberty Hosiery Mills, 31 B.T.A. 64 (1934); The Globe, Inc., 28 B.T.A. 119 
(1933) ; Carlton Bldg. Co., 29 B.T.A. 599 (1933). 

109 Maggio Bros. Co. Inc., 6 T.C. 999 (1946) ; Lorraine Corp., 35 B.T.A. 1158 (1936) ; 
cf. C. R. Rich, 6 B.T.A. 822 (1927) (alteration of records to conceal unreported sales 
after the discovery by revenue agent). 

110 Coast Carton Co. vy. Comm’r, 149 F.2d 739 (C.C.A.9th 1945), affirming 3 T.C. 676 
(1944) ; Charles Goodman, 5 TCM 1126 (1946); Allegheny Amusement Co., 37 B.T.A. 
12 (1938). No fraud was found where payment was made to a former stockholder who 
had been president and who was replaced upon becoming incompetent, by a trustee who 
received no compensation as president, although the deduction was disallowed. Desmonds, 
Inc., 15 B.T.A. 738 (1929). 

111 Estate of Louis L. Briden, 11 T.C. 1095 (1948); L. Schepp Co., 25 B.T.A. 419 
(1932). 

112 Bushwick Mills, Inc., 8 TCM 238 (1949) ; Estate of Louis L. Briden, 11 T.C. 1095 
(1948) ; Abraham Freitag, 7 TCM 26 (1948) ; Nick Kovalchick, 4 TCM 655 (1945) ; cf. 
Rose Rusman, 3 TCM 922 (1944); cf. C. R. Rich, 6 B.T.A. 822 (1927) (after revenue 
agent discovers underreporting of sales, records altered to conceal). Once transactions 
have been recorded, the records may become lost in the intervening years before the 
Commissioner raises any issue. If the loss is satisfactorily explained, no unfavorable 
inference may be drawn. Walter J. Cutcliffe, 5 TCM 673 (1946); W. D. Collins, 
7 B.T.A. 913 (1927) ; American Packing Co., 3 B.T.A. 195 (1925). 

118 Estate of Fred Arbogast, 7 TCM 211 (1948). 
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make up the taxpayer’s tax return,™* keeping bank accounts in the names 
of others,**® and making sales under assumed names,*'* also tend to prove 
a fraudulent intent. 

If the revelation of transactions in the taxpayer’s records tends to dis- 
prove fraud, their revelation on the return itself should be even stronger 
evidence. And, indeed, the revelation of the particular item in dispute 
does constitute strong evidence of an absence of a fraudulent intent.22” 
For example, a taxpayer who fails to report as income funds which he 
claims to have received as a gift, may ward off a fraud charge by listing 
the fund in his return as a gift.""* The justification for this position is 
that, since the item is called to the Bureau’s attention for investigation, 
the taxpayer had no intent to defraud the Government. 

The cases appear rather liberal in interpreting the type of entry which 
may constitute a revelation of the questioned transaction. Thus, the Com- 
missioner is required to analyze the balance sheet and surplus reconcilia- 
tion carefully, for a decrease in an asset (e.g., land) was held sufficient 
to place the Bureau on notice that a sale had occurred, the income from 
which the taxpayer had failed to return.**® Moreover, the Bureau is held 
to the duty of piecing together facts filed in returns of different tax- 
payers,’*° a burden which appears clearly unreasonable. In addition, no 
inference is justifiable as to the taxpayer’s intent from the revelation of 


facts by another. 
Of course, the facts revealed should relate to the item in dispute. In 


114 Nick Kovalchick, 4 TCM 655 (1945); Rose Rusman, 3 TCM 922 (1944); E. M. 
Green, 11 B.T.A. 278 (1928). 

115 Murray Humphreys, 42 B.T.A. 857 (1940), aff'd, 125 F.2d 340 (C.C.A.7th 1942), 
cert. denied, 317 U.S. 637 (1942); Frank A. Maddas, 40 B.T.A. 572 (1939), aff'd, 114 
F.2d 548 (C.C.A.3rd 1940) ; Leonard B. Willits, 36 B.T.A. 294 (1937). 

116 Max Freifeld, 8 TCM 81 (1949). 

117 Dahne W. Winebrenner, 6 TCM 1315 (1947) (income revealed as a loan) ; Court 
Holding Co., 2 T.C. 531 (1943) (return reveals substance of taxpayer’s position). 

118 Lorenzo C. Dilks, 15 B.T.A. 1294 (1929) (“The disclosure in our judgment, 
negatives any intention on the part of the petitioner to file a false and fraudulent return 
with intent to evade tax and, on the contrary, evidences an honesty of belief that the 
sum received was not taxable.” 1301). 

119 National Land Co., 10 B.T.A. 527 (1928). Cf. Rogers Recreation Co. v. Comm’r, 
103 F.2d 780 (C.C.A.2d 1939), reversing 37 B.T.A. 545 (1938); Davis Regulator Co., 
36 B.T.A. 437 (1937) (involving negligence penalty under I.R.C. §293(a)). It is not a 
sufficient revelation to state that the taxpayer has handled large additional sums without 
further identification. A. Brigham Rose, 8 TCM 8 (1949). 

120 Jemison vy. Comm’r, 45 F.2d 4 (C.C.A.5th 1930), reversing 13 B.T.A. 69 (1928) ; 
James Thomas, B.T.A. Memo. Dkts. 108885, 108886. CCH Dec. 12,545-B, P-H {142,306 
(1942). A fortiori, the disclosure on a sheet attached to the return suffices (A. R. Swartz 
& Co. Inc., 5 B.T.A. 264 (1926) ), as is a disclosure to a revenue agent which is treated 
as an amended return (S. W. Parish, 9 B.T.A. 1236 (1928) ). 

121 Of course, where both returns are prepared by the same persons, this does not 
hold true even where the taxpayers are technically different identities. 
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Alexander Jarvis *” the Commissioner sought a fraud penalty because 
the return was predicated upon a family partnership. The Court, in refus- 
ing to find fraud, rested in part upon the taxpayer’s presentation of all 
the income of the business, but nothing was said in the return concerning 
the facts surrounding the partnership. True, such facts would not ordi- 
narily be stated in a tax return, hence no adverse inference may be drawn 
from the failure to do so, but there should be no favorable inference 
from an irrelevant disclosure. Surely the failure to cheat with respect to 
the income of the business does not tend to prove a bona fide intent with 
respect to the partnership. 

Concealment of critical facts which would ordinarily be revealed will 
have the tendency to prove fraud. Thus, designating a gambling loss as a 
loss from fire, storm, etc.,’** or concealing the deduction of a loss by 
combining it with a profitable transaction to show a net profit,’* is clearly 


cert. denied, 307 U.S. 622 (1939). 
fraudulent.’* But a false label has not always led to a finding of fraud.’ 


The falsity must be weighed to determine whether the facts involved were 
calculated to throw the Bureau off the trail, and other factors in the case 
must be considered as well. 

If the facts are not set forth in detail, but are not crucial or would not 
ordinarily be stated in a return, no inference either way is permissible. 
Thus, the failure to itemize security transactions is unimportant where 
the Commissioner’s challenge relates, not to price, but to the relationship 
of the other party to the taxpayer and to the dominion exercised by the 
taxpayer.’*” The Commissioner’s contention that fraud had been practiced 
because he was unable to trace a series of transactions in a complicated 
reorganization was rejected *** where the deficiency was sustained because 
of the lack of business purpose, for the facts concerning such purpose 
would not ordinarily be stated in a return. 

In the Mitchell case **° the Board went far beyond any other case and 





1225 TCM 459 (1946). 

123 M. Rea Gano, 19 B.T.A. 518 (1930). 

124 Sol H. Goldberg, 36 B.T.A. 44 (1937), aff'd, 100 F.2d 601 (C.C.A.7th 1939), 

125 Accord, E. J. Adams, 7 TCM 965 (1948); Saven Corp., 45 B.T.A. 343 (1941). 
However, the filing of a tentative return not intended to state details cannot be the basis 
of a concealment claim where the taxpayer sets forth the facts upon the Bureau’s request. 
Lucien T. Wilcox, 44 B.T.A. 373 (1941). 

126 J. B. Dortch, 19 B.T.A. 159 (1930) ; Desmond’s, Inc., 15 B.T.A. 738 (1929). 

127 George Mackubin, 36 B.T.A. 255 (1937). 

128 Thomas N. Perkins, 33 B.T.A. 606 (1935); cf. Doric Apartment Co., 32 B.T.A. 
1187 (1935) (Commissioner challenges bona fides of value at which securities sold to 
stockholders. Board states value reported always purports to be market value and face 
value need not be stated). 

129 Charles E. Mitchell, 32 B.T.A. 1093 (1935), aff'd, 303 U.S. 391 (1938) (“... the 
taxpayer omitted from income a large payment received and enjoyed by him and failed 
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rested its finding of fraud upon the failure to reveal the réceipt of funds 
which the taxpayer had erroneously failed to report as income because 
of a claimed obligation to repay. In the absence of a requirement that the 
receipt of all funds be listed, it appears unreasonable to rest a finding of 
fraud upon the failure to declare the receipt. 

Reliance Upon Expert Advice. Reliance in good faith upon the advice 
of employees of the Bureau should and does disprove the existence of a 
fraudulent intent.**° Since the problem is one of the taxpayer’s intent, 
an ambiguous statement by the Bureau or its agents which misleads the 
taxpayer also suffices as a defense against fraud.’** The real issue is 
whether the taxpayer made a good-faith attempt to reveal the facts to the 
person whose advice he sought, and whether the taxpayer actually received 
the advice he claims to have received. Where correspondence is avail- 
able,**? or the advice came from agents who audited the taxpayer’s books 
and had the facts available,*** the validity of the defense is clear. When 
the taxpayer claims to have received, from unidentified revenue agents, 
advice which is incredible, the Board has rejected the defense.*™* 

The taxpayer’s belief that his tax return was properly filled out may 
also be shown by proving that he was so advised by an accountant or 
attorney upon whom he relied in good faith.*** Of course, it must be 
demonstrated that the taxpayer consulted his expert on the issue with 
respect to which the Commissioner charges fraud,*** or that the expert 


to reveal to the Government the fact of such payment, although as he testifies, he con- 
sidered its taxability a close question, and now defends such concealment on the patently 
lame excuse of a possible obligation to repay. . . .” 32 B.T.A. at 1134). 

180 John B. Arnold, 14 B.T.A. 954 (1928). 

181 Arthur M. Godwin, 34 B.T.A. 485 (1936). Reliance in good faith by the taxpayer 
upon advice which another taxpayer claims to have received from the Bureau, constitutes 
a defense for similar reasons. J. B. Dortch, 19 B.T.A. 159 (1930). 

182 Arthur M. Godwin, 34 B.T.A. 485 (1936). 

133 John B. Arnold, 14 B.T.A. 954 (1928). 

184 Nazzareno D. Cesanelli, 8 T.C. 776 (1947). In Ed Kasch, 25 B.T.A. 284 (1932) 
the taxpayer claimed he had received advice from the information desk at the Collector’s 
office. That advice was overgeneralized and incomplete. However, the taxpayer claimed 
he submitted that information to his accountant who then advised him. The advice 
claimed from the Bureau was simply used to buttress the good faith of the accountant’s 
advice. 

185 Rogers Recreation Co. v. Comm’r, 103 F.2d 780 (C.C.A.2d 1939), reversing 
37 B.T.A. 545 (1938) (“There is nothing fraudulent in attempting to reduce taxes by 
claiming a deduction honestly but erroneously believed to be legally permissible.” 103 
F.2d at 783); John E. Hoover, 4 TCM 593 (1945); Kesterson Lumber Corp., 3 TCM 
432 (1944) ; James Thomas, B.T.A. Memo. Dkts. 108885, 108886. CCH Dec. 12,545-B, 
P-H 942,306 (1942) ; Thomas N. Perkins, 33 B.T.A. 606 (1935); Ruphane B. Iverson, 
29 B.T.A. 863 (1934); W. F. Shawver Co., 20 B.T.A. 723 (1930); John B. Arnold, 14 
B.T.A. 954 (1928) ; Pottash Bros., 12 B.T.A. 190 (1928). 

136 Louis Ginsberg, 13 B.T.A. 417 (1928). In Paul Plunkett & Co., 42 B.T.A. 464 
(1940), the defense of reliance on advice was rejected because it was not shown what 
advice was received. . 
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was requested to prepare the return,’*’ and that the facts were made 
available to the expert.*** Sometimes accountants and lawyers may assist 
the fraudulent objective of their clients, and the Board has properly 
rejected claims of reliance on erroneous advice on such basic matters that 
it is unbelievable that the client sought, and the expert gave, the advice in 
good faith.” Again, the Mitchell**° case appears to go beyond any 
other. The Board appears to have rejected the claim of reliance upon 
expert advice on the ground that the taxpayer conceived the notion first 
and sought the advice as an artifice to aid his unlawful purpose. If the 
Board meant that the attorney had given his opinion without believing 
it himself but merely to protect his client in the event the Commissioner 
sought to impose the penalty, there could be no quarrel with the result. 
However, the Board appears to have rested its result upon the fact that 
the taxpayer conceived the scheme before he consulted counsel.*** Surely 
fraud is not demonstrated because a client presents a plan to counsel for 
advice as to its legality instead of requesting counsel to devise a plan. 

In addition, the Board relied upon the fact that the taxpayer resolved 
doubtful issues against the Treasury,’** although in Jemison v. Com- 
missioner ** the Fifth Circuit had held that a taxpayer who is advised 
that an issue is doubtful but that the advisor regards the Commissioner’s 





137 The defense of lack of knowledge was accepted where the accountants, who pre- 
pared the return, knew facts and failed to advise the taxpayer that living quarters received 
by him were taxable. Charles Heiss, 36 B.T.A. 833 (1937). 

138 The defense of reliance on advice was rejected for this reason in Frank A. Maddas, 
40 B.T.A. 572 (1939), aff'd, 114 F.2d 548 (C.C.A.3rd 1945) ; William R. Scharton, 32 
B.T.A. 459 (1935). 

139 Victor A. Dorsey, 33 B.T.A. 295 (1935) ; Chas. F. Long, 12 B.T.A. 488 (1928). 

140 Charles E. Mitchell, 32 B.T.A. 1093 (1935), aff’d, 303 U.S. 391 (1938). 

141 “The conferences with counsel and other officers respecting the possibility of repay- 
ment, the signing of the receipts, the corporate action and the making of the book entries 
were largely at petitioner’s initiation and followed his own decision that the payment 
should not be considered as income. The springing into existence of these subsequently 
conceived facts in support of petitioner’s determination already arrived at suggests the 
employment of deliberate artifice to give color to his action in not reporting the payment 
for taxation. They appear as mere gestures lacking in the spark of reality that distinguishes 
the genuine from the pretended.” 32 B.T.A. at 1134. 

142 “When all the facts pertinent to this item are considered and it is noted that the 
petitioner’s tax accounting for 1929 was characterized by an apparent indifference to the 
right of the Government to receive its toll in the form of taxes; that all doubts were 
resolved against the Government; that the taxpayer omitted from income a large pay- 
ment received and enjoyed by him and failed to reveal to the Government the fact of 
such payment, although, as he testifies, he considered its taxability a close question, and 
now defends such concealment on the patently lame excuse of a possible obligation to 
repay—when such a review is made—there can be little doubt as to the intent of the 
taxpayer. The omission of the item was due to an intention to defraud the Government 
of taxes.” 32 B.T.A. at 1134. 

143 45 F.2d 4 (C.C.A.5th 1930), reversing 13 B.T.A. 69 (1928) (“He was not bound 
to determine a doubtful question against himself... .” 6). 
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position as erroneous, may resolve the doubt against the Government with- 
out having committed fraud. Indeed, this appears consistent with the 
view that the Commissioner must prove the specific intent to evade a tax 
known to be due. The rule of the Mitchell case applied generally would 
have the effect of using the fraud penalty as a club to force the resolution 
of doubtful issues in favor of the Bureau on the tax return, remitting the 
taxpayer to a suit for refund. It was never intended for this purpose. 
Admissions Against Interest. Admissions against interest are some- 
times used with great effect against taxpayers. Statements made to reve- 
nue agents during the course of investigation which contradict the tax- 
payer’s position at the trial have destroyed a number of defenses.*** Pleas 
of guilty to an indictment charging an attempt to evade income taxts 
constitute an admission against interest with respect to the years covered 
by the guilty plea.*** While the Tax Court has frequently stated that a 
guilty plea may be explained away, it has shown great reluctance to accept 
any explanation, even one that is highly plausible.** The voluntary pay- 
ment of a fraud penalty assessed by the Commissioner also constitutes 
an admission of the same type.’*’ Criminal convictions for attempting to 
evade income taxes have been used as evidence to support civil penalties 
against the taxpayer for the tax years covered by the convictions,’* al- 
though the converse does not hold.**® This appears justifiable since the 
burden of proof is heavier in the criminal case and the taxpayer certainly 


144 Manasse Karger, 38 B.T.A. 209 (1938) ; Courtney A. Kenney, B.T.A. Memo. Dkts. 
85857, 85858. CCH Dec. 10,119-B, P-H 38,266 (1938), aff’d, 111 F.2d 374 (C.C.A.5th 
1940) ; Leonard B. Willits, 36 B.T.A. 294 (1937). 

145 Caldwell v. Comm’r, 135 F.2d 488 (C.C.A.5th 1943) ; Kenneth P. Steinreich, 2 TCM 
1199 (1943) ; Anthony L. Macrie, 1 TCM 136 (1942) ; Courtney A. Kenney, supra note 
144; Thomas J. McLaughlin, 29 B.T.A. 247 (1933) (“The record of a plea of guilty in a 
criminal case and the conviction thereon may be received in evidence in a civil suit 
arising out of the same matter. Such evidence is not conclusive in the civil proceedings, 
but is receivable as an admission to be given weight according to the circumstances. Like 
other admissions, they may be explained and the circumstances given under which 
they were made, in order to throw light upon the forces that should be given to 
them.” 249). 

Fleeing the jurisdiction after indictment on a criminal charge has also been taken 
as evidence against the taxpayer. Frank Hendrich, 7 TCM 364 (1948) (indicted for 
attempting to evade income taxes); Daniel J. Leary, 4 TCM 88 (1945) (indicted 
and convicted for receiving bribes and fled while appeal pending). 

146 Murray Humphreys, 42 B.T.A. 857 (1940), aff’d, 125 F.2d 340 (C.C.A.7th 1942), 
cert. denied, 317 U.S. 637 (1942) (plea of guilty to indictment used to prove that tax- 
payer used an alias though taxpayer claims he never read indictment) ; Manasse Karger, 
38 B.T.A. 209 (1938) (pleaded guilty because ill brother, also indicted, wanted to dis- 
pose of it, and promised that penalty would be limited to $1,000 fine). 

147 Estate of Thomas J. Paradise, B.T.A. Memo. Dkt. 105059. CCH Dec. 12,842-D, 
P-H 42,531 (1942). 

148 William H. Malone, 4 TCM 1133 (1945); Lorraine Corp., 33 B.T.A. 1158 (1936). 

149 Helvering v. Mitchell, 303 U.S. 391 (1938). 
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has every incentive to present all the evidence in his favor. However, it 
is difficult to justify the use of convictions for crimes unrelated to income 
taxes °° unless the commission of the crime directly involves proof of the 
income tax fraud, such as the forgery of corporate accounts.*** The 
“badman” theory, which argues that a taxpayer who commits one crime 
is more likely not to pay his taxes, has little to commend itself as a basis 
for adjudication. It would hound for life anyone who has ever been 
convicted. 

Proof of Receipt of Income. We shall turn to an examination of the 
Commissioner’s problem in proving that unreturned income has been 
received. Proof that a taxpayer deposited or invested a greater sum 
during a single year than his reported income for that year is insufficient 
to demonstrate unreported income,**’ unless the source of the claimed 
additional income is shown.*** Joseph Carroro *** appears to conflict with 
this rule. There the taxpayer had made deposits of $30,000 one year. 
He reported an income from boxing of $65,000, but failed to report race 
track winnings exceeding $8,000 and several hundred dollars of dividends 
and interest. It was the taxpayer’s contention that the Commissioner was 
required to show that the sum reported as boxing income did not include 
the other items. The Board held, however, that the Commissioner may 
rely on the taxpayer’s return for proof that the listed items were received 
in at least the amount stated and need only demonstrate the receipt of 
unlisted sources of income.*** In addition, the Board remarked in finding 
fraud, the taxpayer had failed to prove the source of the $30,000 deposits. 
It appears unreasonable, however, to require a taxpayer who has reported 


150 Rogers v. Comm’r, 111 F.2d 987 (C.C.A.6th 1940) (“It is a fair inference that a 
man who will embezzle funds in his charge will not hesitate to understate his income with 
intent to defraud the Government.” 989). 

181 Lorraine Corp., 33 B.T.A. 1158 (1936). 

152 Deposits: T. M. Stanton, 6 TCM 977 (1947) (“An essential element of the proof 
required of respondent is to show that the income which petitioner omitted was taxable 
income. Not all receipts are taxable, and we have before us no evidence at all from 
which we could infer whether the amount involved here was taxable income, borrowed 
money (to which there are references in the record) or return of capital. The use of 
bank deposits is proper in some cases for the determination of deficiencies, in which case 
the petitioner would have the burden of showing the deposited amount to be non-taxable; 
or, where there are bank deposits of an unexplained nature repeatedly made over a 
period of time, or so large an amount as, under the circumstances, to indicate their source 
and taxable character, evidence thereof may be sufficient to sustain the charge of 
fraud.” 978); A. W. Minyard, 6 TCM 1137 (1947). 

153 Purchase of real estate without drawing on bank account: Wallace H. Petit, 
10 T.C. 1253 (1948). 

15429 B.T.A. 646 (1933). 

185 Accord, Caldwell v. Comm’r, 135 F.2d 488 (C.C.A.5th 1943); Murray Hum- 
phreys, 42 B.T.A. 857 (1940), aff'd, 125 F.2d 340 (C.C.A.7th 1942), cert. denied, 317 
U.S. 637 (1942). 
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an income of $65,000 to prove in detail the sources of an.aggregate of 
$30,000 of deposits. 

Once it is shown that the taxpayer’s deposits or acquisitions of other 
assets over a number of years exceeded his reported income, the regularity 
raises an inference that the source is unreported income and the burden 
of moving forward with the evidence to explain the source shifts to the 
taxpayer.*°° His failure to meet that burden leads to a finding against 
him as to both the source of the funds and his intent in failing to report 
them as income.*** A general claim that the moneys constitute trust 
funds,*** or loans, capital receipts, and exchanges *” is insufficient. A 
detailed analysis of the sources must be given. The taxpayer may demon- 
strate that the funds constituted a return of capital,*® or a constantly 


156 Roy E. Ellegard, 7 TCM 590 (1948) ; Charles Goodman, 5 TCM 1126 (1946) (“If 
the petitioner ever made an accounting to his children by segregating the income in 
separate bank accounts, or otherwise, the evidence to prove it would be in his possession, 
and he must bear the burden of his failure to produce it after the respondent had 
made out at least a prima facie case of fraud.” 1160); Joseph Calafato, 42 B.T.A. 881 
(1940), aff'd per curiam, 124 F.2d 187 (C.C.A.3rd 1941). The cases appear to be in 
conflict as to whether an inference may be drawn against the taxpayer for failure 
to call a witness who can testify to pertinent facts. In Ellwood M. Rabenold, 6 TCM 
1001 (1947), the Court held that it would be presuming fraud to make an inference 
against the taxpayer for failure to call an ex-partner to explain a partnership deficiency 
concerning which the taxpayer professed a lack of knowledge. However, in Murray 
Humphreys, 42 B.T.A. 857 (1940), aff'd, 125 F.2d 340 (C.C.A.7th 1942), cert. denied, 
317 U.S. 637 (1942), the Court drew unfavorable inferences from the taxpayer’s failure 
to call as a witness a person the taxpayer claimed owned certain property. The cases 
can be reconciled on the rationale that once the Bureau introduces some evidence of 
fraud, the failure of the taxpayer to call available witnesses other than himself will 
lead to an inference being drawn against him. In the Humphreys case the Bureau intro- 
duced evidence tending to show that the taxpayer owned a bank account, and the tax- 
payer failed to produce a person who he claimed was the owner. In the Rabenold 
case, on the other hand, the Commissioner merely proved that there was a deficiency 
in the partnership returns for a period of years, but mere proof of a deficiency does not 
tend to prove fraud. An additional distinction between the cases is that the Commissioner 
presumably was unaware of the identity of the alleged owner of the bank account 
until the trial, whereas he knew who the partners were and could have called them 
as easily as could the taxpayer. 

157 Cohen v. Comm’r, 176 F.2d 394 (C.C.A. 10th 1949); Harris v. Comm’r, 174 F.2d 
70 (C.C.A.4th 1949), affirming 7 TCM 192 (1948) ; James F. Shaheen, 7 TCM 994 (1948) ; 
Louis Halle, 7 T.C. 245 (1946), aff'd, 175 F.2d 500 (C.C.A.2d 1949); Leota Meyers, 
5 TCM 211 (1946) ; Daniel J. Leary, 4 TCM 88 (1945); Arthur M. Slavin, 43 B.T.A. 
1100 (1941), petition dismissed, 129 F.2d 325 (C.C.A.8th 1942); Joseph Calafato, 42 
B.T.A. 881 (1940), aff'd per curiam, 124 F.2d 187 (C.C.A.3rd 1941) ; Russell C. Mauch, 
35 B.T.A. 617 (1937), aff’d, 113 F.2d 555 (C.C.A.3rd 1940). 

158 Mauch y. Comm’r, 113 F.2d 555 (C.C.A.3rd 1940). 

159 Pincus Brecker, 27 B.T.A. 1108 (1933) (“It overtaxes credibility to believe that 
this was merely a pastime from which no profit was derived.” 1109). 

160 M. W. Primm, 4 TCM 271 (1945). 
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revolving fund used to cash checks for customers,*** or were received 


from a corporation to be expended *® or lent *** on its behalf, or other- 
wise did not constitute taxable income.** Once the receipt of unreported 
gross income is proved, the Commissioner is not obligated to proceed 
with proof concerning the deductions to which the taxpayer may be 
entitled.*” 

Where the taxpayer has a business, the Commissioner may attempt to 
prove the receipt of unreported income by showing the volume of business 
and the receipts therefrom. However, the Commissioner has generally 
applied excessive unit rates to the volume of business and, in the absence 
of a showing that the taxpayer actually received more money than re- 
ported,’ as shown by his deposits or investments, the Commissioner has 
been unsuccessful in proving fraud by this device.*” 

When the Commissioner has discovered that a taxpayer has a hoard 
of funds maintained in private safekeeping or in a safe deposit box, he 
has sought to ascribe this to income over a designated period by the net 
worth method.’ This device is sometimes used to supplement the show- 
ing of fraud by the regular deposit of funds exceeding reported income **° 
or by the business activity method.’ Under the net worth method, the 


161 Helen Orlowski, 8 TCM 276 (1949) ; James Q. Whittemore, 7 TCM 845 (1948). 

162 Abraham Scheer, 11 B.T.A. 836 (1928). The claim was rejected in Frank A. 
Maddas, 40 B.T.A. 572 (1939), aff’d, 114 F.2d 548 (C.C.A.3rd 1940) for failure to prove 
the amount expended. 

163 Dubiske v. Comm’r, 58 F.2d 51 (C.C.A.7th 1932). 

164 A claim that the source was a political contribution was rejected because incon- 
sistent with net worth statements made by the taxpayer and borrowings by him st:)sequent 
to the date of the alleged contribution. William H. Malone, 4 TCM 1133 (1945). 

165 T, M. Stanton, 6 TCM 977 (1947) ; John Kehoe, 34 B.T.A. 59 (1936), aff’d, 309 
U.S. 277 (1940). But cf. Delone v. Comm’r, 100 F.2d 507 (C.C.A.3rd 1938), reversing 
34 B.T.A. 1139 (1936) (taxpayer sold improved property at a profit and Court assumes 
without proof that cost of improvements increased basis to the extent that no profit was 
realized). 

166 The Commissioner found fraud and the receipt of funds: Roy E. Ellegard, 7 TCM 
590 (1948); Nazzareno D. Cesanelli, 8 T.C. 776 (1947) (proof of funds by annual 
savings and expenditures without net worth analysis where taxpayers were small 
wage earners). In Ralph W. Dorn, 6 TCM 848 (1947), the Commissioner was limited 
on unit receipts by proof of the amount deposited annually over a period of years. 

167 Helen Orlowski, 8 TCM 276 (1949) (attempt to prove receipt by net worth method 
falls down); T. M. Stanton, 6 TCM 977 (1947) (excess of deposits over reported 
income for only one year insufficient) ; Walter J. Cutcliffe, 5 TCM 673 (1946). 

168 Michael Marinaccio, 8 TCM 335 (1949) ; James Q. Whittemore, 7 TCM 845 (1948) ; 
Peter Murray, 4 TCM 1092 (1945). 

169 A. Brigham Rose, 8 TCM 8 (1949) ; William H. Malone, 4 TCM 1133 (1945). 

170 Helen Orlowski, 8 TCM 276 (1949). In Nazzareno D. Cesanelli, 8 T.C. 776 
(1947), savings-plus expenditures were used as the supplementary test without a net 
worth check, where the taxpayers were small wage earners. Bert J. Ferris, 3 TCM 1094 
(1944). 
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Commissioner must show the taxpayer’s net worth at the beginning of 
some period from the taxpayer’s own records or from admissions made 
by him, or must show that the taxpayer had no accumulated wealth. He 
must then proceed to demonstrate that th: taxpayer’s asscts at the close 
of the period under inquiry have increased during the period so that, 
when added to expenditures during the period, the aggregate exceeds 
reported income during the period. The Commissioner’s efforts have been 
successful only where he has been able to show some source of funds, 
whether a business or gambling activity for which no records have been 
kept * or for which inadequate records *** were maintained. In other 
cases the taxpayer has been able to break down the Commissioner’s case 
by showing that his starting net worth statement was erroneous by failing 
to include all the taxpayer’s assets. A taxpayer’s story of a past ac- 
cumulation is difficult to break down where the Commissioner cannot show 
a source of funds ** or, if a source is available, where he cannot show 
that the taxpayer failed to keep proper records.*”* It is only where the 
taxpayer has made admissions as to his past net worth**® or has ex- 
perienced adverse financial circumstances subsequent to the claimed ac- 
cumulation of the old hoard,’ that the taxpayer’s story can be disproved. 

Findings Predicated on Credibility. Although the Tax Court frequently 


171 William H. Malone, 4 TCM 1133 (1945) (bribes); Manasse Karger, 38 B.T.A. 
209 (1938) ; Courtney A. Kenney, B.T.A. Memo. Dkts. 85857, 85858. CCH Dec. 10,119-B, 
P-H 38,266 (1938), aff'd, 111 F.2d 374 (C.C.A.5th 1940). 

172 Cohen v. Comm’r, 176 F.2d 394 (C.C.A.10th 1949) (fraud found on proof, relying 
or zero net worth as starting point though evidence introduced that taxpayer had 
large sums at that time, where no income tax return had been filed for five years 
prior to the starting point, and taxpayer had illicit source of income for which inade- 
quate records were kept); Nazzareno D. Cesanelli, 8 T.C. 776 (1947) (only annual 
savings and expenditures were utilized where the taxpayers were small wage earners). 

173 Helen Orlowski, supra note 170; Michael Marinaccio, 8 TCM 335 (1949) ; James Q. 
Whittemore, 7 TCM 845 (1948); Peter Murray, 4 TCM 1092 (1945); Samuel D. 
Ostrow, 12 B.T.A. 870 (1928) (Commissioner used business net worth statement as 
starting point and sought to include non-business assets as later income). 

In Emory Anderson, 7 TCM 651 (1948), an initial net worth statement was not used, 
but the attempt to prove income was to support an initial deficiency and not to prove 
fraud. In Nazzareno D. Cesanelli, 8 T.C. 776 (1947), an initial net worth statement also 
was not used. While fraud was the issue here, income had been shown by direct testi- 
mony, and evidence of savings-plus expenditures was used to buttress this where the 
taxpayers were small wage earners. 

174 No source shown: Michael Marinaccio, 8 TCM 335 (1949). 

175 Failure to record not shown: Helen Orlowski, 8 TCM 276 (1949) (while errors 
shown, amount fails to account for hoard) ; James Q. Whittemore, 7 TCM 845 (1948) ; 
Samuel D. Ostrow, 12 B.T.A. 870 (1928). No records kept: see note 171 supra. 

176 William H. Malone, 4 TCM 1133 (1945); Courtney A. Kenney, B.T.A. Memo. 
Dkts. 85857, 85858. CCH Dec. 10,119-B, P-H [38,266 (1938), aff’d, 111 F.2d 374 
(C.C.A.5th 1940) ; Manasse Karger, 38 B.T.A. 209 (1938). 

177 William H. Malone, 4 TCM 1133 (1945); Bert J. Ferris, 3 TCM 1094 (1944). 
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discusses the credibility of witnesses where there is a conflict of testimony, 
its decision almost always rests upon the objective evidence.*”* A notable 
exception is Richard Law.** There, a corporation expecting labor trouble, 
claimed to have paid to the taxpayer, in cash, $500 every ten days during 
a period of time. It was alleged that the money was delivered by its 
general manager and stockholder, who was a county commissioner and 
owner of a restaurant and logging business. The taxpayer, a labor leader 
who had once been convicted of burglary, denied having received the 
money, and an investigation into his assets failed to disclose the receipt. 
Of course, the latter fact was scarcely conclusive, but the possibility exists 
that the general manager retained the funds himself. Thus, with the only 
evidence being the conflicting testimony, the Tax Court made a finding 
of fraud solely because of the taxpayer’s previous conviction. Not only 
was the evidence not clear and convincing, but the Court’s tendency to 
drag in extraneous prior convictions appears extremely dangerous. In- 
come tax frauds by persons of otherwise unimpeachable character are not 
unknown, and the Court’s tendency opens the door to well planned schemes 
in which persons with some blemish on their records may be thrown to 
the dogs. 

Another case in which the Court’s treatment of the credibility of the 
witnesses appears erroneous is Richard Gale.**° The taxpayer worked 
for a family owning real estate, some of which was held through cor- 





178 In the following cases, the animosity of the Commissioner’s witness to the taxpayer 
led to a finding for the taxpayer where no objective evidence supported that testimony: 
Dubiske v. Comm’r, 58 F.2d 51 (C.C.A.7th 1932) ;>M. W. Primm, 4 TCM 271 (1945) ; 
Sharpsville Boiler Works Co., 3 B.T.A. 568 (1928) (“.. . we cannot sanction an assess- 
ment of a fraud penalty on mere suspicion or because the memories of witnesses may 
falter or conflict.” 580). Contra: Nicholas Roerich, 38 B.T.A. 567 (1938), aff’d, 115 
F.2d 39 (App. D. C. 1940), cert. denied, 312 U.S. 700 (1941). The Commissioner 
prevailed where objective evidence supported the testimony of his witness who bore 
animosities to the taxpayer: Roy E. Ellegard, 7 TCM 590 (1948) ; Alexander Davidson, 
43 B.T.A. 342 (1941). 

The Commissioner did not prevail despite the taxpayer’s lack of credibility where the 
former failed to establish a prima facie case: A. W. Minyard, 6 TCM 1137 (1947) ; 
Arthur J. Godwin, 34 B.T.A. 485 (1936). Objective evidence supported the Commis- 
sioner’s case in the following: Murray Humphreys, 42 B.T.A. 857 (1940), aff’d, 125 
F.2d 340 (C.C.A.7th 1942), cert. denied, 317 U.S. 637 (1942). 

1792 T.C. 623 (1943) (“If the credibility of both witnesses was on an absolute parity, 
if there was no impairment of the credibility of the testimony of petitioner, there would 
be reason to hold that petitioner had gone as far as he is required in denying the 
receipt of the money, and, lacking more evidence to support respondent, the respondent’s 
determination of the tax deficiency might not be sustained.” 628). 

In Peter Murray, 4 TCM 1092 (1945), the Court did not draw an adverse inference 
as to credibility from a plea of guilty to interfering with the Selective Service Act by 
giving registrants lead whiskey to render them ill. 

1804 TCM 620 (1945). 
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porations. His acknowledged income was less than his personal-exemp- 
tion, but the amount in dispute was approximately $2,200-$3,400 for each 
year. These sums involved two corporations the president of which 
claimed to have paid the taxpayer $140 a month for each corporation for 
working as janitor, although the total duties for one required but 25 
minutes a week. The checks were always made out to cash except for the 
Christmas bonus, a1.d were cashed by the corporation. This was explained 
by saying the taxpayer wanted cash and asked the corporation to hold 
his money and give it to him as reauired. However, the taxpayer had a 
checking account, and he insisted that his sole remuneration consisted of 
a Christmas bonus of $50 from each corporation plus $45 a month from 
one of them. He did acknowledge the receipt of gifts from the president 
consisting of $200 each year, to send his family on vacation, $800 to 
purchase two cars used in working for the family, payment of garage 
expenses for a number of months, and his wife’s medical expenses once. 
The aggregate amount appears to have averaged about $700 a year. 

When the taxpayer was discharged, he registered with the United States 
Employment Service and when his report of his income was found to be 
less than that reported by his employers, the income tax investigation was 
instituted. Thus, prior to the investigation, when the taxpayer had every 
incentive to overstate his earnings, his statement was consistent with his 
position at the trial. Although the Court rejected as incredible the presi- 
dent’s testimony that one corporation paid $140 per month for two hours’ 
work, it accepted his testimony as to the other corporation. Yet the Court 
must have found that the entire recording and check cashing scheme was 
fraudulent. Not only did the Commissioner fail to present clear and 
convincing proof, but there was not even a preponderance of evidence 
against the taxpayer. 

Although the Tax Court must find that the Commissioner has presented 
clear and convincing proof of fraud, a reviewing court only seeks to 
determine whether substantial evidence supports the Tax Court’s find- 
ing.*** Hence, once that Tax Court has decided a case, review on the 
merits is precluded.*** This is all the more reason for the exercise of 


181 Helvering v. Kehoe, 309 U.S. 277 (1940). But cf. Delone v. Comm’r, 100 F.2d 
507 (C.C.A.3rd 1938). 

182Tn Roerich vy. Comm’r, 115 F.2d 39 (App. D. C. 1940), cert. denied, 312 U.S. 700 
(1941), the Court upheld the Tax Court because the latter could have found either 
way. If that is true, the evidence could not have been clear and convincing. In Duffin v. 
Lucas, 55 F.2d 786 (C.C.A.6th 1932), cert. denied on taxpayer's petition, 287 U.S. 611 
(1932), on an appeal from a district court sitting without a jury, it was suggested that 
the review should ascertain whether there was sufficient evidence to constitute clear and 
convincing proof. “... the rule that a finding of fact by the judge in the District 
Court will be affirmed by us if there is any substantial evidence to support it, does not 
avail to sustain such finding of fraud if we conclude that the proof relied on is insufficient 
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extreme care by the Tax Court, and, on the whole, that care has been 
accorded. 

Inference from Similar Violations. Strangely enough, while the Tax 
Court is ready to use a criminal conviction as indicative of lack of credi- 
bility to such an extent as to render it crucial in the determination of 
fraud, it will not permit the proof of income tax fraud by a taxpayer in 
one year to be used as tending to prove fraud by that same taxpayer in 
another year. Thus, in William W. Kellett*** the Court found that the 
taxpayer had fraudulently failed to return income received from his cor- 
porate employer, which he claimed as a gift. The Court refused to find 
that his failure to report income received in a prior year from a stock- 
holder of the corporation for his services was fraudulent, although again, 
he claimed that it was a gift. Yet it is at least some evidence of fraud 
that the very same excuse was given as justification for failure to return 
income each year, even though that excuse was more reasonable in the 
earlier year.*** af 

Of course, in considering whether fraud was perpetrated in one year, 
all of the transactions occurring during that year will be weighed.*** The 
Court will also examine events over a period of years where they relate 
to, or are continuations of, the same transaction. Thus, where it is claimed 
that errors in a return are due to a poorly-kept accounting system, the 
operations of that system over a period of years will be examined.*** 





in law to be rightly regarded as clear, convincing or satisfying.” 798. The standard 
governing the review of Tax Court decisions is now the same as that governing the 
review of decisions of district judges sitting without a jury. I.R.C. §1141(c). 

1835 T.C. 608 (1945), accord, Helen Orlowski, 8 TCM 276 (1949); Dahne W. 
Winebrenner, 6 TCM 1315 (1947); J. R. Moore, B.T.A. Memo. Dkts. 89814, 89815. 
CCH Dec. 10,868-F, P-H {39,484 (1939), appeal dismissed, 123 F.2d 145 (C.C.A.9th 
1941); William E. Mitchell, 40 B.T.A. 424 (1939), rev'd on other grounds, 118 F.2d 308 
(C.C.A.5th 1941) ; Thomas J. McLaughlin, 29 B.T.A. 247 (1933) (“... proof of fraud 
for one year will not sustain the respondent’s burden of proving fraud in another year.” 
249) ; M. Rea Gano, 19 B.T.A. 518 (1930); C. R. Rich, 6 B.T.A. 822 (1927); F. W. 
Lukins, 3 B.T.A. 204 (1925). The same principle may be applied to cases involving 
negligence. R. V. Board, 14 B.T.A. 374 (1928). 

184 The one case in which this principle was applied was Robert W. Carter, 36 
B.T.A. 598 (1937). Of course, the failure to return substantial income repeatedly 
over a period of years which is held fraudulent also is due to the application of this 
reasoning. Cf. Charles J. Delone, 34 B.T.A. 1139 (1936), rev’d, 100 F.2d 507 (C.C.A.3rd 
1938). 

185 Charles E. Mitchell, 32 B.T.A. 1093 (1935), aff’d, 303 U.S. 391 (1938) (“Separate 
facts may be reasoned away and their force broken by plausible explanations, but when 
all of the facts in proof are bound together, the weak and the strong, they may create such 
an aggregate of strength as to defy refutation.” 1128-1129). 

186 Fraud found: M. Rea Gano, 19 B.T.A. 518 (1930). The limitations on this 
principle are severe. While the Court will trace the same transaction with the same 
person (M. Rea Gano, supra; Lincoln L. McCandless, 5 B.T.A. 1114 (1927)), it will 
not infer from a fraudulent transaction with one person, that another transaction with 
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(B) Subsection 293(a) 


Computation and Scope. If any part of a deficiency is due to negligence 
or intentional disregard of rules and regulations, but without intent to 
defraud, subsection 293(a) provides that the initial deficiency shall be 
increased by five per cent. Penalties for both fraud and negligence ** 
cannot be applied to the same deficiency, so that if fraud is found its 
greater penalty applies.*** While an error in a return which is not fraudu- 
lent may prove to be due to negligence or to the wilful disregard of rules 
and regulations, the penalty for such infractions will not be imposed un- 
less the Commissioner has pleaded it.** 

If the Commissioner imposes a negligence penalty, it is prima facie 
correct,**° and the burden of proof lies upon the taxpayer *” unless the 
Commissioner has first pleaded negligence by an amendment *” or unless 
the negligence was pleaded as an alternative to fraud.*** Thus, where a 
negligence penalty is imposed, and the taxpayer fails to challenge it in his 
petition or presents no proof with respect to it, a finding will be made 
against him.*** 

Failure to Return Income or Keep Records. Some of the cases are clear 
applications of the ordinary concept of negligence plus the burden of 
proof rule. Thus, either a failure to explain the underreporting of any 
income (other than an insubstantial sum),**° or an explanation that the 


the same person is also fraudulent. Charles Goodman, 5 TCM 1126 (1946) (“But, 
though matters in other years may be corroborative of fraud, each year should be 
considered separately, and proof of fraud in one year will not sustain the respondent’s 
burden of proving fraud in another.” 1136). 

187Jn any general discussions of subsection 293(a), the word negligence shall be 
treated as including the intentional disregard of rules and regulations. 

188 0.1028, 2 Cum. Butt. 233 (1920). 

189 Duffin v. Lucas, 55 F.2d 786 (C.C.A.6th 1932); American Ideal Cleaning Co., 
30 B.T.A. 529 (1934). In the following the negligence penalty was imposed where 
negligence was pleaded as an alternative to fraud: Lucian T. Wilcox, 44 B.T.A. 373 
(1941) ; L. A. Meraux, 38 B.T.A. 200 (1938) ; Ned Wayburn, 32 B.T.A. 813 (1935). 

190 John T. Kennedy, 16 B.T.A. 1372 (1929). 

191 W. R. Davis, 7 TCM 293 (1948) ; Charles Goodman, 5 TCM 1126 (1946); Anne P. 
Humphrey, 5 TCM 21 (1946), aff’d, 162 F.2d 853 (C.C.A.5th 1947), cert. denied, 332 
U.S. 817 (1947); Bertha Kirkpatrick, 3 TCM 1312 (1944); Vahram Chimchirian, 
42 B.T.A. 1437 (1940), aff'd, 125 F.2d 746 (App. D. C. 1942); Watson-Moore Co., 
30 B.T.A. 1197 (1934) ; Western Valve Bag Co., 13 B.T.A. 749 (1928). 

192 Frank T. Heffelfinger, 32 B.T.A. 1232 (1935). 

198 Watson-Moore Co., 30 B.T.A. 1197 (1934). In A. W. Hawkins Inc., 1 TCM 760 
(1943), negligence was pleaded as an alternative to fraud, the fraud charge was with- 
drawn, and no evidence was introduced with respect to negligence. On this state of the 
record the Court held that the negligence charge fell upon the withdrawal of the 
fraud charge. 

194 Either suffices to hold against taxpayer: Bertha Kirkpatrick, 3 TCM 1312 (1944). 
Failure to introduce proof: John Laing, 22 B.T.A. 380 (1931). 

195 Dahne W. Winebrenner, 6 TCM 1315 (1947) ($550 out of $38,500). 

3 ; 
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sum was overlooked, has resulted in sustaining the penalty.*** Similarly, 
the deduction of items plainly not allowable, such as personal expendi- 
tures deducted as business expenses **” and the gross overstatement of 
deductions,*” has led to increasing the deficiency by including the addi- 
tion to the tax. A taxpayer who sought advice concerning a deduction 
and then ignored it has likewise been subjected to the penalty.**® Nor is it 
sufficient to show that the taxpayer was busy and delegated his record- 
keeping and the preparation of his return to others who made errors or 
had insufficient information.”” 

Rendering a return which shows no serious effort at a proper com- 
putation has subjected a taxpayer to the negligence penalty.” While one 
clerical error in transcribing a number has been held insufficient to war- 
rant an addition to the deficiency,” a careless computation of taxable 
income has led to its imposition.** Where the error is due to reliance 
upon a statement furnished by a securities broker who customarily fur- 
nishes such statements for income tax purposes, reliance in good faith 
does not constitute negligence, since a prudent business man would 
naturally rely on such a statement.” 
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196 Little v. Helvering, 75 F.2d 436 (C.C.A.8th 1935), affirming 27 B.T.A. 1022 
(1933) ; Charles Goodman, 5 TCM 1126 (1946); Joseph Simon, B.T.A. Memo. Dkt. 
106,037. CCH Dec. 12,575-E, P-H {42,371 (1942); First National Securities Co., 20 
B.T.A. 999 (1930); John T. Kennedy, 16 B.T.A. 1372 (1929). But in James F. X. 
O’Brien, 4 TCM 221 (1945), the Court held that the mere appearance of an error in a 
return was insufficient to sustain the negligence penalty. The report fails to reveal 
whether the taxpayer offered an explanation. 

The failure to sustain a deduction due to a failure of proof (there being a presump- 
tion in favor of the Commissioner) is insufficient to warrant imposition of the penalty. 
Dahne W. Winebrenner, 6 TCM 1315 (1947). 

197 Anne P. Humphrey, 5 TCM 21 (1946), aff'd on other grounds, 162 F.2d 853 
(C.C.A.5th 1947), cert. denied, 332 U.S. 817 (1947), accord, William F. Pohlen, 6 TCM 
226 (1947), aff’d, 165 F.2d 258 (C.C.A.5th 1948). 

In Desmonds, Inc., 15 B.T.A. 738 (1929), the penalty was disallowed where salary 
was paid to a mentally incompetent ex-president and stockholder whose former duties 
were performed by his trustee without compensation. 

198 John J. Breslin, 7 TCM 818 (1948). 

199 Byron F. Todd, 7 TCM 715 (1948). 

200 William F. Pohlen, 6 TCM 226 (1947), aff’d, 165 F.2d 258 (C.C.A.5th 1948) ; 
Harold B. Franklin, 34 B.T.A. 927 (1936); Ned Wayburn, 32 B.T.A. 813 (1935); 
Irving Fisher, 30 B.T.A. 433 (1934); R. V. Board, 14 B.T.A. 374 (1928), aff’d, 51 F.2d 
73 (C.C.A6th 1931). 

While the language of Hans Pederson, 14 B.T.A. 1089 (1929) appears to be con- 
trary, the errors referred to therein are probably technical mistakes of law rather 
than mechanical record-keeping errors. 

201 Arthur S. Kennedy, 7 TCM 632 (1948). 

202 Claire L. Canfield, 7 T.C. 944 (1946), rev’d on other grounds, 168 F.2d 907 
(C.C.A.6th 1948). 

208 Aycock Mtge. & Bond Corp., 3 TCM 1236 (1944) (also insufficiency of records). 

204 John T. Kennedy, 16 B.T.A. 1372 (1929). Cf. C. B. Wilcox, 27 B.T.A. 580 (1933) 
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Inadequacies of record-keeping methods have, however, Jed to various 
distinctions in, and conflicts among, the decisions. Where taxpayers, 
required to maintain records,”” have failed to do so *°° or have made no 
effort to maintain accurate records,” the penalty has been imposed 
without any discussion in the reports of its applicability. 

In American Packing Co.** the erroneous inclusion of appreciation 
in the basis caused by its having been included in the accounting records 
was held to constitute negligence. However, in Thomas McDonald & 
Co.?” the identical error was held to constitute neither negligence nor an 
intentional disregard of rules and regulations. Forgetting that the burden 
of proof lay with the taxpayer, the Court remarked that it had not been 
shown that writing up appreciation on the books is not good accounting 
practice. Then the Court proceeded to reason that the inclusion in basis 
may have been an innocent mistake, but a negligent error is certainly 
innocent in the sense that it is not fraudulent. The ad hominem influences 
which appear in the opinion should lead to its being discounted as 
authority. 

Since the statute clearly requires that the negligence or disregard of 
rules and regulations cause at least part of the deficiency, proof by the 
taxpayer that the failure to maintain proper records played no part in the 
deficiency should eliminate that failure as a ground for imposing the 
addition to the tax.”° However, where the taxpayer’s records fail to 
reflect income, and the deficiency is caused thereby, the penalty should be 
applicable, both for negligence and for an intentional disregard of rules 
and regulations.”* 


(told by corporate officer payment was for friendship’s sake, but corporate resolution 
states it is compensation. Held: taxpayer not negligent in treating it as gift). 

205 T.R.C. §54(a); Reg. 111, §29.54-1 (all persons subject to tax except those whose 
income arises solely from farming or wages for personal services). 

206 John J. Breslin, 7 TCM 818 (1948) (also gross overstatement of deductions) ; M. O. 
Finks, 7 TCM 834 (1948) ; Lucien T. Wilcox, 44 B.T.A. 373 (1941). 

207 Tri-Borough Transportation Corp., 5 TCM 105 (1946). 

In the following the penalty was imposed for failure to maintain proper records, again 
without discussion: Estate of Perry A. Yeast, 6 TCM 1215 (1947); Aycock Mtge. & 
Bond Corp., 3 TCM 1236 (1944) (also careless computation of income). 

208 3 B.T.A. 195 (1925). 

209 B.T.A. Memo. Dkt. 100,809. CCH Dec. 12,400-H, P-H [42,044 (1942). 

210 National Contracting Co., 25 B.T.A. 407 (1932), aff'd on other grounds, 69 F.2d 
252 (C.C.A.8th 1934). 

In James F. X. O’Brien, 4 TCM 221 (1945), there was an error in the return and 
improper records, but whether the latter caused the error is not stated. Here, too, the 
burden of proof appears to be ignored, and ad hominem influences appear. 

211 W. R. Davis, 7 TCM 293 (1948); Watson-Moore Co., 30 B.T.A. 1197 (1934) ; 
L. A. Meraux, 38 B.T.A. 200 (1938); Louis Wald, 8 B.T.A. 1003 (1927). Contra: 
F. G. Bishoff, 6 B.T.A. 570 (1927). 
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In Wilson Bros. & Co. v. Commissioner ** the Ninth Circuit reversed 
the Board, which had imposed the addition to the tax for failure to main- 
tain accurate records. Stating that a disregard of rules and regulations 
had not been relied on below, the Court held that the deficiency had not 
been due to negligence. It then went on to add that the negligence penalty 
could not be imposed because of bookkeeping methods. Since most cases 
fail to make any distinction between negligence and the intentional dis- 
regard of rules and regulations, this point in the cases appears to be 
hypertechnical. The decision could properly rest, however, on the absence 
of a causal relation between the errors in the accounting records and the 
deficiency, which was caused by the imposition of a surtax due to the 
improper accumulation of earnings and profits. Falsification of the ac- 
counting records had been designed to conceal the accumulation, and the 
fraud penalty might well have been imposed, had the Commissioner 
sought it. 

In Bennett v. Commissioner,*** however, the Eighth Circuit held that 
even where a deficiency is caused by the improper maintenance of account- 
ing records, the addition to the tax for negligence may not be imposed. 


Subsequent decisions of the Tax Court have failed to follow the Bennett 
214 





case. 

Expert Advice. The few cases involving advice of counsel appear to be 
liberal. Such a defense was rejected, however, where the taxpayer claimed 
to have presented all the facts to a certified public accountant who pre- 
pared a return, stating that the taxpayer held specified property for a 
designated period which included the time during which he owned only 
an option to purchase the property.”° This merely demonstrates that a 
taxpayer cannot rely on advice contrary to common understanding ; any 
other rule would be pregnant with opportunities for collusion. 

In O’Kelly W. Myers *® the taxpayer moved abroad early in 1943, 
during which year the Code was changed to require residence abroad for 
the entire year to obtain the benefits of section 116(a)(1). The Court 
held that the taxpayer had not intentionally disregarded rules and regu- 
lations since the change was effected while he was abroad and he had 
returned after the return was due. Since he had been advised by the 


212 124 F.2d 606 (C.C.A.9th 1941), reversing B.T.A. Memo. Dkts. 83397, 93668. CCH 
Dec. 11,127-A, P-H 40,271 (1940). 

213 139 F.2d 961 (C.C.A.8th 1944), reversing 1 TCM 31 (1942). 

214 E.g., W. R. Davis, 7 TCM 293 (1948). 

215 D. C. Bothwell, 27 B.T.A. 1351 (1933), aff'd, 77 F.2d 35 (C.C.A.10th 1935). 

2168 TCM 391 (1949). A fortiori, where the taxpayer’s agent studies the services and 
consults counsel on a doubtful issue. Charlotte L. Andrews, 46 B.T.A. 607 (1942), rev’d 
on other grounds, 135 F.2d 314 (C.C.A.2d 1943), accord, Manhattan Soap Co. Inc., 
3 TCM 257 (1944). 
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attorney for his employer that the income was not taxable, tlie Court also 
held that he had not been negligent, remarking that the attorney was 
presumably familiar with the employment relationship. This case is one 
of the few which distinguish between negligence and the intentional dis- 
regard of rules and regulations. Why advice of counsel should not suffice 
for one as well as the other is difficult to see, unless the Court intends to 
require taxpayers to read the regulations personally—a patently absurd 
view. 

Error of Law. It might well be argued that any deviation from the 
clear letter of the regulations is a violation of subsection 293(a), for if 
the taxpayer has read the regulation, the deviation is intentional, and if 
he has failed to do so, it is negligent. No such harsh, unworkable rule 
has ever been accepted by the decisions. Again, taxpayers would be 
remitted by such an interpretation to suing in the district courts after 
paying the tax, if they desired to contest any provision of the regulations. 
An early department opinion advises that a taxpayer should be held 
strictly responsible only for specific instructions appearing on the return, 
and that as to other matters no penalty should be imposed for an honest 
misunderstanding of which a reasonable person might be capable.**7 

The principle is clear that the negligence penalty will not be imposed 
where a taxpayer, having a difference of opinion with the Commissioner, 
has exercised due care.*** In areas where the law is doubtful, the taxpayer 
is thereby protected.**® Where the application of the law requires an exer- 
cise of judgment, as with respect to the deduction of reasonable salaries, 
the taxpayer is likewise protected unless his action is so extreme as to 
support an inference that he has acted in bad faith.**°° The Tax Court 
has also been ready to find that the taxpayer acted reasonably where his 
error grew out of a misunderstanding of a lesser known rule of state 
law.** At the other extreme, failures to comply with the basic, commonly 


217 A.R.R. 360, Cum. Buti. Dec. 1920, 322. Earlier, in A.R.M. 24, 2 Cum. BuLt. 
231 (1920), the position was taken that negligence should be presumed if the return 
conflicts with instructions accompanying the form, or references contained therein, and 
even specific provisions of law or regulation, unless the taxpayer relied on a Bureau 
employee, the advice of others constituting no defense. 

In A.R.R. 1167,-I-2 Cum. Butt. 211 (1922), the position was taken that a taxpayer 
may refuse to observe a regulation as improper if he fully sets forth the facts on his 
return, since this is not a negligent but a deliberate act. 

218 See Spies v. United States, 317 U.S. 492, 496 (1943). 

219 Manhattan Soap Co. Inc., 3 TCM 257 (1944); Frank T. Heffelfinger, 32 B.T.A. 
1232 (1935). 

220 A.R.M. 24, 2 Cum. Butt. 231 (1920). Accord, Pullman, Inc., 8 T.C. 292 (1947) 
(whether sale of stock to issuer is equivalent to distribution of taxable dividend) ; cf. 416 
Main Street Corp., 2 TCM 579 (1943) (whether corporation doing business; submit 
facts to Collector who decides not doing business). 

221 A. M. Standish, 4 T.C. 995 (1945), aff'd on stipulation, 154 F.2d 1022 (C.C.A.9th 
1946) ; Clark G. Black, 39 B.T.A. 1068 (1939). 
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understood provisions of tax law result in the imposition of the addition 
to the tax.?*? In the vast intermediate field, however, in which the law 
is not generally known to laymen but may be ascertained by checking the 
authorities or consulting an expert, the cases are in confusion as to 
whether the penalty may be imposed ***—sometimes conflicting where the 
same legal issue is involved.** The reason for the conflict is not hard to 
find. If the strict wording of the statute is to be applied, the result will 
appear harsh and unreasonable. Yet, no objective standard has been 
developed in an effort to give meaning to the provisions governing 
negligence and intentional disregard of regulations. Who can say 
what tax provisions a reasonable taxpayer would be capable of mis- 
understanding ? 

Little appears in the cases on the effect of adequate disclosure in the 
return as tending to disprove negligence. The Court relied in part upon 
disclosure in holding the taxpayer to be free of negligence in Davis 
Regulator Co.**** In Thomas J. Avery *** the taxpayer failed to return 


222 Joseph Simon, B.T.A. Memo. Dkt. 106,037. CCH Dec. 12,575-E, P-H [42,371 
(1942) (failure to return betting commissions) ; A. M. Oliver, 1 TCM 8 (1942) (returned 
net income instead of gross and part of claimed deductions not proved); D. C. Bothwell, 
27 B.T.A. 1351 (1933), aff’d, 77 F.2d 35 (C.C.A.10th 1935) (reported property held for 
period, including that in which held option to buy the property); Milton A. Mackay, 
11 B.T.A. 569 (1928) (failed to return as income reimbursement of expenses which 
were deducted). 

223 Impose penalty: John F. Gouldman, Jr., 6 TCM 657 (1947) (failed to return gain 
realized on exchange of property) ; Gibbs & Hudson, Inc., 35 B.T.A. 205 (1936) (on 
sale of property on installment basis failed to include notes deposited in escrow in com- 
puting gain). Penalty not imposed: Davis Regulator Co., 36 B.T.A. 437 (1937) (failed 
to return as income any part of proceeds of leasehold where involuntary conversion 
claimed, though not all of funds realized were reinvested) ; Herman Senner, 22 B.T.A. 
655 (1931) (failed to return sum received from partnership, on ground it was return 
of capital although basis was then zero); George L. Rickard, 15 B.T.A. 316 (1929) 
(failed to return income because anticipate legal expenses and fines, none of which would 
be deductible) ; R. V. Board, 14 B.T.A. 374 (1928) (took money from trust under claim 
of right and eventually prevailed in good part, but failed to return on ground that no 
interest in funds; failed to return value of stock received from corporation as compensa- 
tion, on ground that it constituted a capital investment). 

224 Effect of taxpayer’s dominion over assets disposed of: Oscar G. Joseph, 32 B.T.A. 
1192 (1935) (penalty imposed where failure to return income from securities allegedly 
given to wife). Contra: James Nicholson, 32 B.T.A. 977 (1935) (no penalty imposed 
where deduction of alleged loss on securities allegedly sold to son). 

Return income in wrong year: Allen Shattuck, B.T.A. Memo. Dkt. 97094. CCH Dec. 
11,727-D, P-H [41,176 (1941) (dissolution of corporation occurs on December 31, 
1935 but taxpayer returns gain in 1936 on ground that he intended dissolution to occur 
that year). Contra: Thomas McDonald & Co., B.T.A. Memo. Dkt. 100809. CCH Dec. 
12,400-H, P-H {42,044 (1942) (taxpayer on accrual basis receives note representing 
income in 1936; returns in 1937 when note paid). 

2248 36 B.T.A. 437 (1937). 

22511 B.T.A. 958 (1928). 
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his share of the profit obtained from a joint venture, on the répresentation 
of his co-venturer that the Bureau had advised them that the transaction 
was not taxable. The Board sustained a negligence penalty because the 
taxpayer had failed to reveal the facts in his return. Yet, it can hardly 
be said that a prudent business man would report every transaction in 
which he engaged though he believed it to be non-taxable, and the regu- 
lations impose no such requirement.” Hence the rationale appears 
erroneous. What appears to influence the Court is not the care exercised 
by the taxpayer, but the need of the Bureau for some information con- 
cerning the transaction which will enable it to investigate the tax con- 
sequences of the action taken. 


(C) Section 291 


Computation and Scope. For failure to file a timely return,?*’ section 
291 provides for additions to the tax of five per cent for each thirty days 
or portion thereof by which the filing is delayed, but not exceeding 25 
per cent. The additional sum is not imposed, however, if the failure is 
due to reasonable cause and not to willful neglect.*** For tax years com- 
mencing prior to 1936,” the addition was mandatory *° if no return 


226 Even where the regulations suggest that all the facts be stated with reference to a 
particular transaction, it has been held that the penalty will not be imposed if there is 
sufficient information within the four corners of the return to place the Commissioner on 
notice. Pullman, Inc., 8 T.C. 292 (1947). 

227 Tf an extension of time is obtained, the taxpayer must comply with the Com- 
missioner’s conditions: if a -tentative return is required, the taxpayer must make 
a bona fide effort to estimate the tax. Berlin vy. Comm’r, 59 F.2d 996 (C.C.A.2d 1932), 
cert. denied, 287 U.S. 642 (1932). 

Where the statute authorizes a separate return for a designated tax and the regula- 
tions require it, failure to file the proper return is fatal. Comm’r v. Lane-Wells Co., 
321 U.S. 219 (1944) (personal holding company return requirement not satisfied by 
filing income tax return). But cf. American Circus Joint Venture, 39 B.T.A. 605 (1939) 
(association, taxable as a corporation, files fiduciary return giving all data; penalty 
held inapplicable). Where the regulations fail to make clear which of several possible 
forms is required, there is no penalty if any one is filed. John and Pauline Tonningsen 
Trust, 43 B.T.A. 37 (1940). 

228 Comm’r vy. Lane-Wells Co., 321 U.S. 219 (1944). 

229 Kresge Dept.. Stores Inc., 3 TCM 196 (1944). 

230 This was so even though the Commissioner misled the taxpayer by ruling that 
it was exempt. Southern Maryland Agricultural Fair Association, 40 B.T.A. 549 (1939), 
accord, Harry D. Kremer, 31 B.T.A. 566 (1934) (“It does not matter why he failed 
to file a return.” 573); John T. Sline, 9 B.T.A. 1222 (1928). 

In O'Sullivan Rubber Co., 120 F.2d 845 (C.C.A.2d 1941), the Court held that the 
penalty was mandatory by reason of failure to file a personal holding company return 
even though an income tax return was filed. This position was subsequently sustained 
in Comm’r v. Lane-Wells Co., 321 U.S. 219 (1944), but Judge L. Hand dissented in 
the O’Sullivan case, arguing that if the questions had been added to the income tax 
return and had not been answered, the penalty would not be imposed. “We are imposing 
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was filed, but exculpation could be had for a delayed filing on a showing 
of reasonable cause. 

To constitute a valid return, items of gross income and deductions or 
credits must be set forth in detail; *** a mere estimate of the tax due, 
even if filed on a form furnished by the Bureau, is insufficient.**? Also 
insufficient are a tentative return in which some of the items are esti- 
mated,”** and a final return which does not contain an itemized statement 
of gross income and deductions.*™* 

An individual return must be signed under a “declaration that it is 
made under the penalties of perjury.” *° A corporate return must be 
signed and sworn ** to by the president,”*’ vice-president, or other prin- 
cipal officer, and by the treasurer,”** assistant treasurer, or chief account- 
ing officer.**° Even if the Commissioner retains both the form and the 
tax, a return has not been filed if the form has not been properly 
executed.**° The fact that the form has been audited does not render it 
a return,” nor is the agent’s audit a taxpayer’s return.*** Since the tax- 
payer must explain his failure to file a return on or before the due date, 
the Commissioner’s dealings with the form after that date cannot be 
said to prejudice the taxpayer.*** While a return may be filed after the 











one only because he [the Commissioner] has found it administratively convenient to make 
two bites to this particular cherry. The penalty was not meant for that; it was imposed 
to punish delinquents; those who either deliberately, or from indifference, made no effort 
at all to pay their taxes, and not those who merely misunderstood duties which they 
tried to discharge. By recourse to what even grammatically is a bit of by no means an 
inexorable verbal reasoning we are perverting it from that purpose.” 849). 

231 T.R.C. §§51(a), 52(a). 

232 Florsheim Bros. Drygoods Co. Ltd. v. United States, 280 U.S. 453 (1930). 

233 George W. T. Snare, 5 TCM 39 (1946). 

234 National Contracting Co., 37 B.T.A. 689 (1938), aff'd, 105 F.2d 488 (C.C.A.8th 
1939). 

2357. R.C. $51 (a). 

236 The form is not a return unless the proper oaths have been taken: Court Holding 
Co., 2 T.C. 531 (1943); cf. Robert A. Burns, 47 B.T.A. 34 (1942) (individual recurn) ; 
F. Jacobus Trans. Co., 8 TCM 303 (1949) (unverified signature of assistant secretary, 
president being in armed forces). In Uhl Estate Co., 40 B.T.A. 1223 (1939), aff’d, 116 
F.2d 403 (C.C.A.9th 1940), the only corporate officer signed the return but it was 
notarized later outside of his presence. The notarization was held to be ineffective. 

237 Form not containing signature of principal officer not a return: Burford Oil Co., 
4 T.C. 613 (1945), aff'd, 153 F.2d 745 (C.C.A.5th 1946) ; cf. Employees Industrial Loan 
Association, Inc., 27 B.T.A. 945 (1933) (no officer signs). 

238 Form not containing signature of one of these officers not a return: A. Brigham 
Rose, 8 TCM 8 (1949). 

239 T.R.C. §52(a). 

240 Lucas v. Pilliod Lumber Co., 281 U.S. 245 (1930) (unsigned and unsworn). 

241 Theodore R. Plunkett, 41 B.T.A. 700 (1940), aff'd, 118 F.2d 644 (C.C.A.1st 1941). 

242 National Contracting Co., 37 B.T.A. 689 (1938), aff'd, 105 F.2d 488 (C.C.A.8th 


1939). 
243 Plunkett v. Comm’r, 118 F.2d 644 (C.C.A.1st 1941), Although the statutory 
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due date, the filing of a form after the service of a notice of deficiency is 
too late to constitute a return.** Otherwise the taxpayer could delay filing 
until the Commissioner acted and then file with an explanation for the 
failure to do so prior to the due date.** 

The addition to the tax is measured by the correct amount of the tax, 
not the amount shown in the return.**® If the latter were the measure, 
the penalty would vary with whatever fortuitous error may have been 
made. Since the addition to the tax is imposed for the delay in filing, 
payment of the tax without filing does not affect the amount of the 
penalty.**7 Of course, if no tax is due, there can be no addition thereto 
for failure to file a return.7** However, the Tax Court has held that 
where the statute is changed so as to require the filing of a second return 
for the same tax year, the penalty is measured on the increased tax 
imposed by the change in law.**° This rule is prompted purely by equitable 
considerations, for there is no basis in the statute for such a distinction. 

The penalty for failure to file a timely return is a separate liability 
from,” and in addition to, the penalty for negligence ** or fraud,*** 


even though, for instance, the return was not filed due to a fraudulent 
intent.*** 

wording appears to make this clear, in Lawrence Block Co. Inc., 12 T.C. 366 (1949), the 
Court relied on acts subsequent to the due date as proof of an absence of reasonable care, 
while in Fajardo Sugar Co. of Porto Rico, 20 B.T.A. 980 (1930), such acts were used 
to prove the existence of reasonable cause. The only apparent justification is that 
the Court is really using such evidence as tending to prove or disprove good faith 
rather than prudence. 5 

244 Blenheim Co., 42 B.T.A. 1248 (1940), aff’d, 125 F.2d 906 (C.C.A4th 1942) (Com- 
missioner had already filed a return for the taxpayer). Filing after petition filed with 
Tax Court but before hearing, held too late to constitute return: Taylor Sccurities. Inc., 
40 B.T.A. 696 (1939). Filing after issue joined, held too late to constitute return: 
Theodore R. Plunkett, 41 B.T.A. 700 (1940), aff'd, 118 F.2d 644 (C.C.A.1st 1941) ; 
Ardbern Co. Ltd., 41 B.T.A. 910 (1940), aff'd, 120 F.2d 424 (C.C.A4th 1941). 

245 Plunkett v. Comm’r, 118 F.2d 644 (C.C.A.1st 1941). 

246 Plunkett v. Comm’r, supra note 245 (understate tax); American Milk Products 
Corp. v. United States, 41 F.2d 966 (Ct. Cl. 1930) (overstate tax). 

247 Pay part of tax, but dicta that payment of entire tax would make no difference. 
American Milk Products Corp. v. United States, 41 F.2d 966, 969 (Ct. Cl. 1930). 

248 Mollie N. Newbury, Trustee, 31 B.T.A. 41 (1934), aff’d on other grounds, 80 F.2d 
631 (C.C.A.7th 1935); Hugh Smith, Inc., 8 T.C. 660 (1947), aff'd on opinion below 
on appeal by taxpayer, 173 F.2d 224 (C.C.A.6th 1949) ; F. Hunt Lowry, 11 B.T.A. 409 
(1928). 

249 M. Cohn & Sons Co., 9 B.T.A. 87 (1927). 

250 Fraud and failure to file penalties: Arthur M. Slavin, 43 B.T.A. 1100 (1941), 
petition dismissed, 129 F.2d 325 (C.C.A.8th 1942) ; Pincus Brecker, 27 B.T.A. 1108 (1933). 

251 Estate of Perry A. Yeast, 6 TCM 1215 (1947). 

252 A. Brigham Rose, 8 TCM 8 (1949) (form not properly signed); Saven Corp., 
45 B.T.A. 343 (1941). 

258 Frank Hendrick, 7 TCM 364 (1948); Ralph W. Dorn, 6 TCM 675 (1947): 
Nazzareno D. Cesanelli, 8 T.C. 776 (1947); Richard Gale, 4 TCM 620 (1945); Bert J. 
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Unless the Commissioner raises the penalty issue by an amendment 
to his answer, the burden of proof as to the presence of reasonable cause 
lies upon the taxpayer.*** Where the Commissioner bears the burden, 
the cases are in conflict as to how far that burden extends. One holds that 
the Commissioner need only prove the failure to file a timely return, 
whereupon the burden shifts back to the taxpayer to prove the presence 
of a reasonable cause,”** but the other places the entire burden on the 
Bureau.”** Since the purpose of shifting the burden where the Com- 
missioner raises issues by amendment is to aid the taxpayer because of 
the hindrance to his preparation, the latter decision appears to be better 
advised. 

Proof of Filing. A mere claim by the Bureau that a return has not 
been received is obviously not conclusive, since among the numerous 
returns filed it is more than likely that some are lost or mislaid. However, 
in proving the filing of a return, the taxpayer cannot rely upon office 
practice **? but must adduce positive testimony of the filing. If that is 
done, the Court may not decide the issue in favor of the Commissioner 
mercly because the burden is upon the taxpayer.”* Great weight is 
accorded the objective evidence. If a tax is due, the neglect of the tax- 
payer to inquire into the cause for the check’s failure to clear is taken 


Ferris, 3 TCM 1094 (1944); Joseph Calafato, 42 B.T.A. 881 (1940), aff'd per curiam, 
124 F.2d 187 (C.C.A.3rd 1941); Murray Humphreys, 42 B.T.A. 857 (1940), aff’d, 125 
F.2d 340 (C.C.A.7th 1942), cert. denied, 317 U.S. 637 (1942). 

Failure to file negligent or due to disregard of rules and regulations: Vahram Chim- 
chirian, 42 B.T.A. 1437 (1940), aff’d per curiam, 125 F.2d 746 (App. D. C. 1942). 

254 No return filed: MHatfried, Inc. v. Comm’r, 162 F.2d 628 (C.C.A.3rd 1948) ; 
Paymer v. Comm’r, 150 F.2d 334 (C.C.A.2d 1945); Plunkett v. Comm’r, 118 F.2d 644 
(C.C.A.1st 1941); Harrington Co., 6 T.C. 720 (1946); Michael Downs, 7 T.C. 1053 
(1946). Return filed late: Burford Oil Co. v. Comm’r, 153 F.2d 745 (C.C.A.5th 1946) ; 
Sabatini v. Comm’r, 98 F.2d 753 (C.C.A.2d 1938) ; West Side Tennis Club v. Comm’r, 
111 F.2d 6 (C.C.A.2d 1940), cert. denied, 311 U.S. 674 (1940) ; Abraham Freitag, 7 TCM 
26 (1948). 

The taxpayer’s explanation on the return for a late filing does not constitute proof. 
Oral testimony must be introduced. Harrington Co., 6 T.C. 720 (1946) Of course, 
the taxpayer does not meet his burden by proving a possibility that the failure was due 
to reasonable cause. Dave Rose, 4 TCM 18 (1945) If the taxpayer fails to introduce 
proof, the decision must go against him. Nazzareno D. Cesanelli, 8 T.C. 776 (1947) ; 
Ralph W. Dorn, 6 TCM 675 (1946) ; Willis R. Dearing, 36 B.T.A. 843 (1937). 

255 Insular Sugar Refining Corp., 3 T.C. 922 (1944). 

256 Bruner Woolen Co. Inc., 6 B.T.A. 881 (1927). 

257 Irvine F. Belser, 10 T.C. 1031 (1948), aff'd, 174 F.2d 386 (C.C.A.4th 1949), cert. 
denied, 18 U.S.L. Werk 3175 (1949). 

258 Cf. Crude Oil Corp. v. Comm’r, 161 F.2d 809 (C.C.A.10th 1947). Where the Com- 
missioner seeks to enforce the penalty for a few days’ delay, he must produce the envelope 
in which it was mailed if the taxpayer proves the timely preparation of the return but is 
unable to prove the time of mailing because of the death of the person who had done so. 
Capento Securities Corp., 47 B.T.A. 691 (1942). 
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as evidence that it was not mailed.**° Where an income tax-feturn which 
was filed stated that a personal holding company return had been filed, 
and the taxpayer, who had copies of both, claimed that they were mailed 
together, the Court found that the personal holding company return had 
been filed.*°° 

Error as to Date. Reasonable cause has been defined as the exercise of 
“ordinary business care and prudence.” *** A delay in filing due to the 
erroneous recording of an extended date **’ or due to ignorance of the 
due date as clearly stated in the regulations,*® is not a reasonable cause 
excusing the delay. However, reasonable cause has been held to exist 
where ignorance of the proper due date was caused by a more complex 
situation such as the introduction of a short tax year by the loss of an 
exempt status.” 

Errors by Agents and Lack of Assistance. With a few exceptions, the 
cases hold that the duty to file a return must be exercised by the individual 
taxpayer or corporate officer personally and, for the purpose of showing 
reasonable cause, may not be delegated to an employee,” unless the tax- 
payer is physically incapacitated.** An alternative rationale, achieving 
the same result, is that the negligence of the agent is attributable to the 
taxpayer so that the taxpayer’s personal attempt to assure filing by obtain- 
ing assistance goes to naught.*” However, the contrary cases suggest 
that these doctrines are availed of by the Tax Court to reject defenses 
which may be manufactured too easily. When objective proof of sub- 


259 Joseph Shalleck, 1 TCM 292 (1942) (tentative return also not received; taxpayer 
testified that same was filed when request for extension made, but in granting extension 
Commissioner required filing of tentative return). 

260 Lake Finance Co., B.T.A. Memo. Dkt. 108,888. CCH Dec. 12,599-C, P-H 942,436 
(1942); cf. Thomas Watson, 4 TCM 980 (1945) (tax expert filed every other year 
over long period; income came from corporations whose books were audited; Commis- 
sioner waited many years when practice was to check promptly on failure to file). 

261 Reg. 111, Sec. 29.291-1; Southeastern Finance Co. v. Comm’r, 153 F.2d 205 
(C.C.A.5th 1946) ; Charles E. Pearsall & Son, 29 B.T.A. 747 (1934). 

262 George S. Groves, 38 B.T.A. 727 (1938) ; American Milk Products Corp. v. United 
States, 41 F.2d 966 (Ct. Cl. 1930). 

263 Estate of Arthur D. Cronin, 7 T.C. 1403 (1946) (error by attorney); Eagle 
Piece Dye Works, 10 B.T.A. 1360 (1928) (error by accountant). 

264 The Economy Savings & Loan Co. v. Comm’r, 158 F.2d 472 (C.C.A.6th 1946), 
reversing 5 T.C. 543 (1945). 

265 Irvine F. Belser, 10 T.C. 1031 (1948), aff’d, 174 F.2d 386 (C.C.A.4th 1949), cert. 
denied, 18 U.S.L. Weex 3175 (1949) ; Malcolm C. Davenport, 6 T.C. 62 (1946) ; George 
S. Groves, 38 B.T.A. 727 (1938) ; Pioneer Automobile Service Co., 36 B.T.A. 213 (1937) 
(alternative) ; Rogers Hornsby, 26 B.T.A. 591 (1932) ; Gus V. Winston, 22 B.T.A. 1194 
(1931). 

266 Estate of Frederick G. Kirchner, 46 B.T.A. 578 (1942). 

267 Home Guaranty Abstract Co., 8 T.C. 617 (1947) ; Lone Pine Lawn Corp., 41 B.T.A. 
638 (1940), aff'd, 121 F.2d 935 (C.C.A.2d 1941) ; Pioneer Automobile Service Co., 36 
B.T.A, 213 (1937) (alternative) ; Axel Holmstrom, 35 B.T.A. 1092 (1937). 
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stantial reliance upon an agent is shown, the Court has applied neither 
rationale.” Assuredly, it cannot be said that a prudent business man 
would never delegate the preparation and filing of his return to another. 

A claim that the delay has been due to the illness of employees **° or 
insufficient clerical assistance,*° has been rejected as reasonable cause 
where the taxpayer failed to request an extension. As an alternative 
ground the Court has said that the use of available help to run the tax- 
payer’s business rather than to render the report, does not constitute an 
exculpable ground.** And when taxpayers have filed late returns with 
the aid of outside assistance called in after the due date of the return, the 
Court has reasoned that prudence required an earlier call upon that 
assistance.*** However, when a taxpayer requests an extension which 
the Commissioner denies, the Court may still find that the delay was due 
to a reasonable cause.*** Although the unavailability of employees for 
the preparation of a return does not constitute reasonable cause, it has 
been held, strangely enough, that-the failure of officers to receive pre- 
pared forms mailed for signature is a sufficient cause where they were 
travelling around doing field work.*”* 

Injunction. Obtaining an injunction against the collection of the tax 
prior to the due date constitutes reasonable cause for not filing, provided 
the return is filed prior to the expiration of the injunction.” The issuance 





268 Bouvelt Realty, Inc., 46 B.T.A. 45 (1942) (return signed and returned to legal 
representative for filing; his secretary mixed return with file copies of other corporations ; 
all other returns handled by legal representative were filed) ; Herbert Marshall, 41 B.T.A. 
1064 (1940) (taxpayer in California and agent, whq was to file return and who withheld 
money to pay taxes, in New York) ; cf. Carnie-Goudie Mfg. Co., 18 B.T.A. 893 (1930) 
(return drawn up on time but employee failed to file; revenue agent testified to good 
reputation in paying taxes). 

269 Harrington Co., 6 T.C. 720 (1946) (filed timely estimate on otherwise blank form 
and return 60 days late); Estate of Arthur D. Cronin, 7 T.C. 403 (1946) (Court com- 
ments on failure to apply for extension). 

270 Erie Forge Co., 4 TCM 1127 (1945) (Court comments on failure to apply for 
extension) ; Pioneer Automobile Service Co., 36 B.T.A. 213 (1937); George S. Van 
Schaick, 32 B.T.A. 736 (1935). 

271 Pioneer Automobile Service Co., 36 B.T.A. 213 (1937). In Estate of K. Threefoot, 
9 B.T.A. 497 (1927), the taxpayer filed a tentative return on the due date and the final 
return seven days later upon completion of the audit; this was held to constitute reason- 
able cause. But cf. Harrington Co., 6 T.C. 720 (1946) (filed estimate on blank return 
due to illness of employees and national emergency and filed return 60 days late; held 
not reasonable cause). 

272 Erie Forge Co., 4 TCM 1127 (1945); George S. Van Schaick, 32 B.T.A. 736 
(1935). 

273 Philad Co. of Delaware, 47 B.T.A. 565 (1942) (on accrual basis and unable to 
determine amount of income; file six days late). But cf. Nathan Blum, 5 T.C. 702 (1945) 
(“somehow or other” did not get figures, so failed to file: held not reasonable cause). 

274 Bankers Dairy Credit Corp., 26 B.T.A. 886 (1932). 

275 J. I. Beale, Jr., 5 TCM 274 (1946). 
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of the writ gives ample cause for belief that the requirement of filing is 
improper. However, the cases are in conflict concerning whether reason- 
able cause for failure to file exists when the assets of the taxable entity 
are all tied up in litigation and are not held by the taxpayer.**° 

Errors of Law. Reasonable cause is a typical jury standard, and in 
applying it to mistakes of law, the judges of the Tax Court have shown 
almost as much disagreement as do juries. The clear case is simple: 
a taxpayer lacks the facts which he knows will determine the applicability 
of the statute and makes no attempt to obtain the information; * or a 
taxpayer fails to file any corporate income tax return for four years being 
unaware of any tax requirements.*** No one would assert that these tax- 
payers exercised reasonable business prudence. 

But what effect has an honestly-held belief that the taxpayer has 
received insufficient income to require the filing of a return or that a 
statutory provision is inapplicable? The leading case, Dayton Bronze 
Bearing Co. v. Gilligan,*”* held that an honest mistake constitutes reason- 
able cause, and went on to state that, while seeking the advice of counsel 
would tend to show good faith, it was insufficient by itself to constitute 
reasonable cause. Today, however, the case is cited for the proposition 
that a taxpayer who has relied upon an erroneous opinion of counsel that 
a return need not be filed, has proved the existence of reasonable cause. 

A taxpayer who fails to file a return in the belief that his income was 
insufficient to require it, may not rest upon a mere belief, however 
earnestly held, but must demonstrate a reasonable basis for that belief.**° 


276 Held sufficient for corporation: Hendrick Ranch Royalties, 1 TCM 794 (1943) 
(records neglected during litigation). Held insufficient for trust until new trustee checks 
into tax situation: Charles S. Davis, 35 B.T.A. 1001 (1937) (assets turned over to 
Alien Property Custodian in 1918; litigation in 1923-1929; checked taxes in 1930 after 
assets obtained in 1929). 

277 Nirosta Corp., 8 T.C. 987 (1947). 

278 Charles E. Pearsall & Son, 29 B.T.A. 747 (1934). Accord where corporate tax- 
payer professed ignorance of personal holding company provision after questions relat- 
ing theretc had appeared on income tax blanks for a number of years. Southeastern 
Finance Co., 4 T.C. 1069 (1945), aff'd, 153 F.2d 205 (C.C.A.5th 1946); The Baynard 
Co., B.T.A. Memo.. Dkt. 107,057. CCH Dec. 12,583-A, P-H 42,395 (1942), remanded 
on joint motion, 135 F.2d 43 (C.C.A.5th 1943). 

279 281 Fed. 709 (C.C.A.6th 1922) (“it would therefore appear that the officers of 
this company were honestly mistaken ... and . . . in the absence of circumstances hav- 
ing a tendency to cast doubt and suspicion upon its good faith, its ignorance of its 
liability to pay this tax is sufficient to constitute a reasonable cause for failure to make 
and file a return within the time prescribed by law.” 713). 

280 Penalty imposed: P. Dougherty Co., 5 T.C. 791 (1945), aff'd, 159 F.2d 269 (C.C.A. 
4th 1946), cert. denied, 331 U.S. 838 (1947) (issue hinged on whether expenditures consti- 
tuted repairs on capital improvements); Philip Suetter, 5 TCM 872 (1946) (issue was 
whether income belonged to trust or sole beneficiary) ; Marion Heady, 4 TCM 800 (1945), 
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Such a basis was held to exist where the taxpayer, whose sole income 
came from a trust fund, was advised by the attorney-trustee on the basis 
of an accountant’s report that there was no income.” However, the fact 
that the issue whether there was sufficient income hinged on a question of 
law which a business man might reasonably decide erroneously, is in- 
adequate to constitute reasonable grounds.*** It thus appears that although 
reasonable cause is defined as the absence of negligence, a different 
standard is applied to errors of law than under subsection 293(a). Al- 
though there was no settled objective rule under that subsection, the 
guide appeared to be that misunderstandings of which a reasonable 
person is capable, would not be regarded as either negligence or intentional 
disregard of regulations. True, the decisions under it appear haphazard 
but, at least, there is no rigid rule that the belief of the taxpayer that he 
observed the law is insufficient, and that the taxpayer must show outside 
advice on which he relied. 

Similarly, it has been decided that an honestly-held belief that a statutory 
provision is or is not applicable to the taxpayer, by itself, does not suffice 
to establish reasonable cause according to most cases.*** In Twin Oaks 
Co.,*** however, Judge Johnson held, directly contrary to the holding 
in Wass & Stimson Canning Co.,**° that where the stockholders of a 
corporation honestly but erroneously believe they have dissolved and are 
operating as a partnership, they have reasonable cause for not having 
filed a corporate return. 


aff'd, 162 F.2d 699 (C.C.A.7th 1947) (issue hinged on whether a reorganization had a 
business purpose) ; Nathan Stein, 40 B.T.A. 848 (1939) (Court affirmatively finds it un- 
reasonable to believe there was no income). In the following, the belief of taxpayer’s 
auditor was held insufficient: Home Guaranty Abstract Co., 8 T.C. 617 (1947) ; Seaboard 
Loan & Savings Association, 45 B.T.A. 510 (1941). But cf. Standard Fruit Product Co., 
T.C. Memo. Dkt. 17628. P-H {49,206 (1949) (issue hinged on whether expenditures 
constituted repairs or capital improvements; determined by taxpayer’s president, an ex- 
perienced accountant; Court finds reasonable). 

281 Diana McF. Houk, 6 TCM 761 (1947). 

282 See note 280 supra. 

283 Credit Bureau of Greater N. Y. v. Comm’r, 162 F.2d 7 (C.C.A.2d. 1947), affirming 
5 TCM 826 (1946); Sabatini v. Comm’r, 98 F.2d 753 (C.C.A.2d 1938) ; Genesee Valley 
Gas Co., 11 T.C. 184 (1948); Cedarburg Canning Co., 3 TCM 277 (1944), aff'd, 149 
F.2d 526 (C.C.A.7th 1945); Renton Investment Co., 46 B.T.A. 279 (1942); Pacific 
Gas & Fuel Co., 47 B.T.A. 15 (1942) ; Lone Pine Lawn Corp., 41 B.T.A. 638 (1940), 
aff'd, 121 F.2d 935 (C.C.A.2d 1941). In Knight Newspapers, Inc., 1 TCM 663 (1943) 
the Court inferred from a stipulation that the taxpayer had the belief that he acquired 
it by consulting counsel. 

284 8 TCM 280 (1949), accord, Millard D. Olds, 15 B.T.A. 560 (1929), aff’d on other 
grounds, 60 F.2d 252 (C.C.A.6th 1932) (erroneously believed had to file partnership 
return with personal return and could not get partnership form, which was unavailable) ; 
Fajardo Sugar Co. of Porto Rico, 20 B.T.A. 980 (1930). 

285 4 TCM 1042 (1945). 
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Most of the cases further hold that a taxpayer has not sufficiently ad- 
vanced his case merely by pointing to the specific wording of the statute 
upon which reliance was placed.*** However, where there is genuine doubt 
as to the interpretation of the applicable statutory provision, the cases are 
sharply split,**’ with some of them reasoning that prudence required that 
the taxpayer seek advice or a ruling from the Bureau.*** 

In Automotive Electric Assn.** the taxpayer believed it was exempt 
from taxation and argued that there was sufficient basis for its belief 
to justify its awaiting the Commissioner’s taking the contrary position. 
However, the Court reasoned that prudence called for filing a return and 
awaiting a ruling, a position which finds some support in the cases.*°° In 
the Jockey Club case,” the taxpayer also claimed to be exempt from 
taxation. It filed for 1927 a blank form 1120 signed and sworn to by its 
treasurer and assistant treasurer, stating the reasons for its claim to an 
exemption. For 1928 it filed an unsigned, blank form 1120 referring to 
its 1927 return. Of course, neither form constituted a return since neither 
was properly signed and neither contained the required itemization of 
income and deductions. The Court held that reasonable grounds existed 
for the delay in filing and sought to distinguish other cases on the ground 
that this case did not involve ignorance with respect to the law relative to 
the filing of returns. But the same could be said with equal justification 
with respect to most of the other cases in which an honest mistake of 
law was rejected as reasonable cause. 

The only ground upon which the case may be distinguished is that the 


286 United Finance Co. Inc., 2 TCM 38 (1943) ; Samuel Goldwyn, Inc. Ltd., 43 B.T.A. 
1086 (1941). 

287 Held to constitute reasonable cause: Palm Beach Trust Co. vy. Comm’r, 174 F.2d 
527 (App. D. C. 1949); Essex Loan Trust, B.T.A. Memo. Dkt. 103,769. CCH Dec. 
12,823-N, P-H {42,287 (1942) ; cf. Danville Perpetual Bldg. Loan & Savings Co., B.T.A. 
Memo. Dkt. 107,673. CCH Dec. 12,599-A, P-H {42,438 (1942) (one question on income 
return relating to personal holding companies inquires as to ownership of 50 per cent 
of stock by five or fewer individuals; taxpayer unaware that statutory definition of indi- 
vidual includes family and partners). Held not to constitute such cause: R. Simpson & 
Co., 44 B.T.A. 498 (1941), aff'd, 128 F.2d 742 (C.C.A.2d 1942). 

288 Central Appraisal Bureau, B.T.A. Memo. Dkt. 106,656. CCH Dec. 12,507-F, P-H 
942,235 (1942) ; cf..West Side Tennis Club v. Comm’r, 111 F.2d 6 (C.C.A.2d 1940), cert. 
denied, 311 U.S. 674 (1940) (issue not stated to be doubtful). 

2898 T.C. 894 (1947). 

290 T, H. Symington & Son, Inc., 35 B.T.A. 711 (1937) (believed not doing business). 
In the following cases, where a claim of reasonable cause was rejected, the same ele- 
ment may have played a role though the Court failed to mention it: Michael Downs, 
7 T.C. 1053 (1946) (believed exempt as non-resident) ; Samuel A. Paymer, 1 TCM 362 
(1943), aff’d, 150 F.2d 334 (C.C.A.2d 1945) (believed not doing business) ; West Side 
Tennis Club, 39 B.T.A. 149 (1939), aff’d, 111 F.2d 6 (C.C.A.2d 1940), cert. denied, 311 
U.S. 674 (1940) (believed self exempt). 

291 30 B.T.A. 670 (1934). 
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Bureau was placed on notice so that it could evaluate the taxpayer’s 
claim,” whereas in other cases the Bureau might never learn of the 
taxpayer’s existence. This introduces an entirely new concept into reason- 
able cause for it clearly has no relation to the precautions a prudent 
business man would take in the absence of an express requirement to that 
effect. While the revelation of the facts does have a bearing on the good 
faith of the taxpayer, it is scarcely a sine qua non of its existence. It 
should be noted, however, that the same influence has been at work in 
the determination of the applicability of the negligence penalty. 

Expert Advice. In 1944 a memorandum opinion held that a taxpayer, 
who failed to return as his sole income the revenue of a trust created 
in 1928 and taxable to him under sections 166 and 167, had reasonable 
cause for his delinquency by virtue of the Commissioner’s failure to 
question the return of that income by his wife and children in prior 
years.” The next year, however, another memorandum opinion held 
that the past failure of the Commissioner to require a personal holding 
company to file a return, after the facts with respect thereto had been 
called to his attention by the filing of a protest, did not constitute a 
reasonable cause with respect to subsequent years.*** 

Since then a number of cases which found reasonable cause for failure 
to file personal holding company returns, have relied in part upon the 
silence of revenue agents with respect to the requirement when they 
examined the taxpayers’ books. The decisions do not state whether the 
agents had all the pertinent facts.*° 

In Hugh Smith, Inc.2** the full Tax Court considered the issue. There 
the taxpayer relied solely upon the silence *” of the revenue agent with 


292 Accord, Hermax Co. Inc., 11 T.C. 442 (1948), aff’d per curiam, 175 F.2d 726 (C.C.A. 
3rd 1949) (facts not revealed) ; Fairfax Mutual Wood Products Co., 5 T.C. 1279 (1945) 
(revealed facts). In The 1040 Springfield Ave. Corp., 8 TCM 246 (1949) (failure to 
state facts) and in Tarbox Corp., 6 T.C. 35 (1946) (erroneous information), the errone- 
ous statement of facts relating to personal holding company status on the income tax 
return was discussed but relative to the issue whether the taxpayer’s advisor knew the 
facts. In the following, the Court relied on the revelation as showing good faith: 
United States v. Archer, 174 F.2d 353 (C.C.A.1st 1949) (facts not revealed) ; Hatfried, 
Inc. v. Comm’r, 162 F.2d 628 (C.C.A.3rd 1947) (facts revealed) ; Safety Tube Corp., 
8 T.C. 757 (1947) (facts revealed). In Garrett Holding Corp., 9 T.C. 1029 (1947), the 
Court held that no inference could be drawn as to good faith by reason of the failure to 
answer a question relating to personal holding company status though counsel had ex- 
pressly advised answering it. 

293 William A. Frease, 3 TCM 708 (1944). 

294 Bro-Jeff Theatres Inc., 4 TCM 1147 (1945). 

295 Orient Investment & Finance Co. v. Comm’r, 166 F.2d 601 (App. D. C. 1948), 
reversing 6 TCM 1 (1947); Frederick Smith Enterprise Co., 6 TCM 594 (1947). 


2968 T.C. 660 (1947). 
297 4 fortiori, when the agent, after consulting his superiors, expressly advises the 
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respect to its personal holding company status, when he had the necessary 
data upon examining its books. There was no change in its structure or 
business in subsequent years. A majority of the Court sustained the 
taxpayer. Judge Disney in his dissent made three arguments. First, he 
said that, since the facts may change each year, reliance was clearly un- 
warranted except during the year of examination; but the finding that 
the facts had not changed disposes of this point. Second, he contended 
that the agent could not estop the Treasury. This, however, fails to meet 
the issue which is whether reasonable cause existed for the failure to 
file, not whether a return was required. [*inally, he stated that silence 
should not be a basis for reliance even if an express statement is. While 
this argument has force with respect to reliance upon failure to question 
a filed return since it may never have been examined, the silence of an 
agent who has examined the facts appears to be the kind of non-action on 
which a prudent business man would place reliance. 

In Hermax Co., Inc.*** the Tax Court emphasized the limitations of 
the Hugh Smith case by declining to find reasonable cause in the silence 
of a revenue agent where there was no proof that he had all the pertinent 
facts available. 

There is ample reason to argue that the precautions required by a 
prudent business man have been satisfied when a taxpayer consults an 
attorney or an accountant authorized to advise on tax matters, and proffers 
all the information he should reasonably know is relevant or which the 
expert requests. A taxpayer should not be expected to call for detailed 
opinions from counsel for he may not even be aware that the issues exist. 
For similar reasons he cannot be expected to tender all the relevant in- 
formation; the expert who is aware of its significance must call for the 
relevant facts. No case has gone so far however. 

The most liberal cases have held if a taxpayer consults an expert on 
his tax problems in general and provides all the relevant information, he 
has exercised that care which a prudent business man would.*® Others, 
however, require that the taxpayer consult the expert on the specific issue 
involved in the litigation. Their justification.is that there is no certainty 


taxpayer that his action has been proper (Druggists’ Supply Corp., 8 T.C. 1343 (1947) ), 
or the Commissioner had issued a ruling granting the taxpayer an exemption which 
was subsequently revoked (German Hungarian Home Co., B.T.A. Memo. Dkt. 108,524. 
CCH Dee. 12,592-K, P-H {42,427 (1942). 

29811 T.C. 442 (1948), aff'd per curiam, 175 F.2d 776 (C.C.A.3rd 1949), accord, 
Lawrence Block Co. Inc., 12 T.C. 366 (1949) (consulted someone in Collector’s office 
but no proof as to who it was). 

299 Orient Investment & Finance Co. Inc. v. Comm’r, 166 F.2d 601 (App. D. C. 1948), 
reversing 6 TCM 1 (1947); Girard Investment Co. v. Comm’r, 122 F.2d 843 (C.C.A.3rd 
1941). 
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that the expert has considered the issue unless he is consulted on a specific 
problem.*” Bat‘ the requirement has been applied even where there is 
proof that the expert had considered the problem under a general ref- 
erence.** If the expert cannot be expected to pick up from the general 
picture the problems which require study, how can the layman be expected 
to do so? ** Yet, in Genesee Valley Gas Co., Inc.®” it was held insufficient 
to submit a return to counsel to be checked instead of presenting the facts 
and permitting him to prepare the return. What relation this distinction 
has to the exercise of ordinary business prudence is difficult to see. 

A general attack on the defense of reliance upon expert advice appears 
in Hermax Co., Inc.*°* An officer of the taxpayer had submitted its 
general tax problems to an accountant who held a Treasury card, and 
the accountant considered the personal holding company status of the 
taxpayer. He also consulted the tax specialist in his firm. In holding that 
there was no reasonable cause for failure to file a personal holding com- 
pany return, the Tax Court did not rely upon the general nature of the 
taxpayer’s consultation but upon the failure to reveal the crucial facts in 


the income tax return and upon the lack of expertise on the part of the 
805 





experts. 

Here, again, the Court revealed concern as to the effect of liberalizing 
the reasonable cause provision upon the ability of the Bureau to acquire 
the necessary information to perform its tax-collecting function. How- 
ever, since section 291 excuses a failure to file upon a showing of reason- 
able cause, any attempt to increase the probability that returns will be 
filed must be by way of introducing arbitrary provisions into the section 
itself. 

The investigation into the ability of the accountant was far more un- 
reasonable than the position taken with respect to the inclusion of 
information in the income tax return. Accountants practice before both 


300 Orient Investment & Finance Co., Inc., 6 TCM 1 (1947), rev'd, 166 F.2d 601 (App. 
D. C. 1948). 

801 Southeastern Finance Co., 4 T.C. 1069 (1945), aff’d, 153 F.2d 205 (C.C.A.5th 1946). 

802 Of course, the justification for imposing the burden in these cases actually is that 
personal holding company status is involved and questions relating thereto appear 
on the corporate income tax form. An officer who reads the form and has any doubt 
is expected to consult counsel. However, governmental forms frighten so many persons, 
and tax problems, by reputation, instill a greater fear than is warranted, so that even the 
task of looking at the forms is passed on to experts. 

80311 T.C. 184 (1948). 

80411 T.C. 442 (1948), aff’d per curiam, 175 F.2d 776 (C.C.A.3rd 1949), 

805 In the following, the Court held that the experts either did not have the facts or 
did not know the law, either of which was fatal: The 1040 Springfield Ave. Corp., 8 TCM 
246 (1949) (information not included in income tax return by accountant) ; Tarbox Corp., 
6 T.C. 35 (1946) (accountant included erroneous information in income tax return). 
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the Treasury and the Tax Court, and even when not admitted to those 
bars, generally handle tax matters for their clients. If accountants are to 
be prohibited from handling tax questions that is one matter, but as long 
as they may do so, a layman should be permitted to rely on any licensed 
accountant. How, after all, is a layman to judge the ability of an expert? 
Similar reasoning is applicable to attorneys. While in a number of cases 
the Court has gone into the extent of the expert’s research,*” a majority 
of the cases do not consider this point.*”’ In the latter cases taxpayers who 
consulted experts on specific questions and relied thereon in good faith 
were held to have shown reasonable cause. 

Fides, A. G., v. Commissioner *°* introduced a new concept. The Court 
held that a prudent business man would not rely upon a “subjective” 
opinion of counsel. It may be supposed that a subjective opinion is one 
arrived at by interpreting the bare language of the statute without checking 
the regulations and cases. The Court goes on to say that it does not 
matter whether the opinion is well founded or not, which may be taken 
to mean that the reasonableness of the opinion is immaterial. The language 
appears again in a memorandum opinion, which was appealed to the 
Second Circuit.°° There the Court held that a taxpayer did not act 
prudently in relying upon an informal opinion of counsel. If what the 
courts are saying is that it is not an exercise of prudence to ask an expert 
for an offhand opinion (especially if no fee is paid therefor), the reason- 
ing appears well founded. However, it seems unwise to lay down the 
rigid rule that legal advice may not be relied upon unless it appears in a 
written memorandum supported by citations, and it is doubtful that these 
cases iatend to go so far. 

Reliance upon expert advice has been held not to constitute reasonable 


806 Reject defense of reliance on expert who fails to check latest cases: The 1040 
Springfield Ave. Corp., supra note 305 (accountant); Bro-Jeff Theatres, Inc. 4 TCM 
1147 (1945) (accountant). In the following, reasonable cause was found where the 
expert did check, but the report does not state what facts were furnished: Garrett 
Holding Corp., 9 T.C. 1029 (1947) (attorney); Brooklyn & Richmond Ferry Co. Inc., 
9 T.C. 865 (1947) (accountant). 

307 F.g., Raymep Realty Corp., Inc., 7 TCM 262 (1948) (the Court, without checking 
the cases, remarked, “It now seems settled law that bona fide reliance by a taxpayer 
on the advice of a licensed accountant, such as occurred herein, amounts to the exercise 
of such ordinary business prudence as to constitute reasonable cause for failure to file 
a return.” 268). Safety Tube Corp., 8 T.C. 757 (1947) (attorney) In the following, the 
report does not state what facts were furnished: Walnut Street Co. v. Glenn, 83 F. Supp. 
945 (W. D. Ky. 1948) (accountant); C. R. Lindback !*>undation, 4 T.C. 652 (1945) 
(attorney) ; Bond Auto Loan Corp., 3 TCM 1035 (1944) (attorney); Adelaide Park 
Land, 25 B.T.A. 211 (1932) (banker). 

808 137 F.2d 731 (C.C.A.4th 1943). 

809 Credit Bureau of Greater N. Y., 5 TCM 826 (1946), aff’d, 162 F.2d 7 (C.C.A.2d 
1947). 
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cause for delinquent filing where the law on the point at issue is very 
clear.**° Since it is possible for an expert to err even on settled matters, 
the decisions do not appear to be correct in principle and may be justified 
only as an assurance against collusion. 


II. CRIMINAL PENALTIES 
(A) Subsection 145(a) 


It is a misdemeanor under subsection 145(a) willfully to fail, at the 
time required by law,*" to pay a tax or estimated tax, to make a return 
or declaration,** to keep records, or to supply information.*** First, it 
must be shown that a duty existed to perform the omitted act.*** Second, 
the taxpayer must have failed to perform the act within the required time. 
Once that failure occurs, however, a voluntary performance prior to 
indictment is no bar to a criminal prosecution.*** Evidence of a late volun- 
tary performance is admissible, nevertheless, but only for the purpose of 
proving that the violation was not willful.“° Finally, it must be proved 
that the violation was willful. More is required than a mere showing of 
a knowing omission; it must be demonstrated that the taxpayer, aware of 
his obligation under the law, chose to disobey the legal requirement from 


310 United States v. Archer, 174 F.2d 353 (C.C.A.1st 1949) (attorney); Estate of 
Arthur D. Cronin, 7 T.C. 1403 (1946) (attorney); J. S. F. Crayton, 11 B.T.A. 1375 
(1928) (former deputy collector); Eagle Piece Dye Works, 10 B.T.A. 1360 (1928) 
(accountant). In the following, reasonable cause was found where the taxpayer con- 
sulted an expert on a specific, doubtful issue: Citizens: Mutual Investment Ass’n, 2 TCM 
177 (1943) (attorney and auditor) ; Wonderful Club, Inc., B.T.A. Memo. Dkt. 107,228. 
CCH Dec. 12,840-B, P-H 42,523 (1942) (accountant); Agricultural Securities Corp., 
39 B.T.A. 1103 (1939) (tax consultant). In the following of the same line of cases, 
the facts presented to the expert did not appear: Estate of Wong Goo Shee, 7 TCM 
918 (1948) (tax consultant); Frederick Smith Enterprise Co., 6 TCM 594 (1947) 
(accountant). 

311 The payment of a tax or estimated tax must be required by Chapter 1 of the 
Internal Revenue Code. Any other duty may be imposed by any statute or regulation. 

312 United States v. Sullivan, 274 U.S. 259 (1927) ; United States v. Sullivan, 98 F.2d 
79 (C.C.A.2d 1938) ; United States v. McCormick, 67 F.2d 867 (C.C.A.2d 1933) ; United 
States v. Commerford, 64 F.2d 28 (C.C.A.2d 1933), cert. denied, 289 U.S. 759 (1933) ; 
United States v. Miro, 60 F.2d 58 (C.C.A.2d 1932); Orzechowski v. United States, 
37 F.2d 713 (C.C.A.3rd 1930); Oliver v. United States, 54 F.2d 48 (C.C.A.7th 1931), 
cert. denied, 285 U.S. 543 (1932); O’Brien v. United States, 51 F.2d 193 (C.C.A.7th 
1931), cert. denied, 284 U.S. 673 (1931). 

313 United States v. Murdock, 290 U.S. 389 (1933). 

814 Failure to file return: United States v. McCormick, 67 F.2d 867 (C.C.A.2d 1933) ; 
see United States v. Troy, 293 U.S. 58, 61-62 (1934). 

815 Failure to file return: United States v. McCormick, 67 F.2d 867 (C.C.A.2d 
1933); cf. Paddock v. United States, 79 F.2d 872 (C.C.A.9th 1935) (reversed convic- 


tion on other grounds). 
316 See United States v. McCormick, 67 F.2d 867, 868 (C.C.A.2d 1933). 
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an evil motive." Each omission is an offense by itself, and it is un- 
necessary, for example, on a charge of failing to iile a return, to allege 
or prove that any tax was due.** The statute of limitations applicable 
to section 145(a) is three years.*”® 


(B) Subsection 145(b) 


Scope. It is a felony under subsection 145(b) willfully to attempt to 
evade or defeat a tax imposed by Chapter I of the Code or to fail to collect, 
account for, and pay over a tax imposed under the same Chapter, when 
required by its terms to do so. All the decided cases deal with the former 


offense. 

An essential element of an attempt to evade is that some tax be duc 
and unpaid.**° It follows that an indictment which alleges only unreported 
gross income is fatally defective, for the tax is levied upon net income.**' 
The exact amount of the alleged unreported net income and unpaid tax is 
unimportant, and the Government need not prove the full deficiency 
alleged but only a substantial portion of it.*? 

Although the method of evasion need not be set forth in the indict- 
ment,*** some affirmative act must be proved; mere failure to file a return 
and pay the tax due is insufficient.*** The Supreme Court has summarized 


317 United States v. Murdock, 293 U.S. 389 (1933) (failure to supply information) ; 
Hargrove v. United States, 67 F.2d 820 (C.C.A.5th 1933) (failure to file return). 

818 Q’Brien v. United States, 51 F.2d 193, 196 (C.C.A.7th 1931), cert. denicd, 284 
U.S. 673 (1931) ; see Spies v. United States, 317 U.S. 492, 496 (1943). 

319 T.R.C. §3748. 

320 United States v. Schenck, 126 F.2d 702 (C.C.A.2d 1942), cert. denied, 316 U.S. 
705 (1942); Paschen v. United States, 70 F.2d 491 (C.C.A.7th 1934) ; O’Brien v. United 
States, 51 F.2d 193 (C.C.A.7th 1931), cert. denied, 284 U.S. 673 (1931); Rose v. United 
States, 128 F.2d 622 (C.C.A.10th 1942), cert. denied, 317 U.S. 651 (1942). 

821 Anderson v. United States, 11 F.2d 938 (C.C.A.7th 1926). 

822 United States v. Schenck, 126 F.2d 702 (C.C.A.2d 1942), cert. denied, 316 U.S. 
705 (1942); Steinberg v. United States, 14 F.2d 564 (C.C.A.2d 1926) ; Tinkoff v. United 
States, 86 F.2d 868 (C.C.A.7th 1937), cert. denied, 301 U.S. 689 (1937), rehearing denicd, 
301 U.S. 715 (1937); United States v. Rosenblum, 176 F.2d 321 (C.C.A.7th 1949), 
cert. denied, 18 U.S.L. Weex 3175 (1949); Cave v. United States, 159 F.2d 464 
(C.C.A.8th 1946),- cert. denied, 331 U.S. 847 (1947), rehearing denicd, 332 U.S. 786 
(1947) ; Cooper v. United States, 9 F.2d 216 (C.C.A.8th 1925) ; Himmelfarb v. United 
States, 175 F.2d 924, 942 (C.C.A.9th 1949), cert. denied, 94 L. ed. 65 (1949); Rose v. 
United States, 128 F.2d 622 (C.C.A.10th 1942), cert. denied, 317 U.S. 651 (1942). Cf. 
United States v. Johnson, 319 U.S. 503 (1943) (need not prove exact sum of tax evaded). 

823 Capone v. United States, 56 F.2d 927 (C.C.A.7th 1932); cf. United States v. 
Smith, 13 F.2d 923 (W. D. La. 1926). 

824 Spies v. United States, 317 U.S. 492 (1943). This decision overturned many deci- 
sions of lower courts where convictions were sustained in the absence of affirmative acts. 
United States v. Commerford, 64 F.2d 28 (C.C.A.2d 1933), cert. denied, 289 U.S. 759 
(1933); United States v. Sullivan, 98 F.2d 79 (C.C.A.2d 1938); O’Brien v. United 
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the acts appearing in the previously decided cases which may constitute 
an affirmative act in the absence of a false return: 


By way of illustration, and not by way of limitation, we would think 
affirmative wilful attempt may be inferred from conduct such as keeping a 
double set of books, making false invoices or documents, destruction of books 
or records, concealment of assets or covering up sources of income, handling 
one’s affairs to avoid making the records usual in transactions of the kind, 
and any conduct, the likely effect of which would be to mislead or to conceal. 
If the tax evasion motive plays any part in such conduct the offense may be 
made out even though the conduct may also serve other purposes such as 
concealment of other crime.**® 


Although the propriety of relying solely upon the filing of a fraudulent 
return has been questioned,*”* reliance upon the filing as an affirmative act 
has been sustained.**? In some of the cases, however, in which the filing 


States, 51 F.2d 193 (C.C.A.7th 1931), cert. denied, 284 U.S. 673 (1931) ; United States v. 
Clayton-Kennedy, 2 F. Supp. 233 (D. Md. 1933), appeal dismissed, 67 F.2d 988 (C.C.A.4th 
1933). On a consideration of the issue, in United States v. Miro, 60 F.2d 58 (C.C.A.2d 
1932), the Second Circuit had reached a contrary decision, arguing that filing a fraudu- 
lent return was no worse than filing no return. Although in the O’Brien case supra, 
Judge Alschuler, dissenting, made the arguments later accepted by the Supreme Court 
in the Spies case, certiorari was refused there. In some cases the necessary affirmative 
acts appeared though no return was filed. E.g., Oliver v. United States, 54 F.2d 48 
(C.C.A.7th 1931), cert. denied, 285 U.S. 543 (1932). 

325 See Spies v. United States, 317 U.S. 492, 499 (1943). 

326 In Kirsch v. United States, 174 F.2d 595 (C.C.A.8th 1949), the claim was made that 
the filing of a fraudulent return was insufficient to constitute a felony under subsection 
145(b), since the filing is a misdemeanor under subsection 3616(a) and the failure to pay 
is a misdemeanor under subsection 145(a) ; proof of two misdemeanors could not be pun- 
ished as a felony. (The argument that statutes usually should be interpreted to avoid this 
result, was accepted in Spies v. United States, 317 U.S. 492 (1943).) The Court found 
it unnecessary to decide this since other acts of evasion were present. 

827 The issue has been dealt with expressly only in United States v. Raub, P-H 72,638 
(C.C.A.7th 1949); United States v. Rosenblum, 176 F.2d 321 (C.C.A.7th 1949), cert. 
denied, 18 U.S.L Week 3175 (1949); Myres v. United States, 174 F.2d 329 (C.C.A.8th 
1949), cert. denied, 18 U.S.L. Wreex 3118 (1949); Cave v. United States, 159 F.2d 464 
(C.C.A.8th 1947), cert. denied, 331 U.S. 847, rehearing denied, 332 U.S. 786 (1947); 
United States v. Croessant, 84 F. Supp. 514 (E. D. Pa. 1949); United States v. Smith, 
13 F.2d 923 (W. D. La. 1926). In the Myres and Cave cases supra, no records were kept, 
but it does not appear that the taxpayer’s affairs were arranged to avoid records so that 
this would not constitute an affirmative act. In Jones v. United States, 164 F.2d 398 
(C.C.A.5th 1947), the Court reversed a conviction because the case was tried on the 
theory that a knowing failure to return part of the income was sufficient, but a false 
return had been filed there. The case may rest on the erroneous charge since the Court 
declined to dismiss the case, and no act of evasion appears other than the filing of a false 
return. In the following cases the prosecution was predicated on a fraudulent filing, but 
the issue here discussed was not raised: United States v. Troy, 293 U.S. 58 (1934) 
(challenged indictment for failure to allege duty to file) ; Currier v. United States, 166 
F.2d 346 (C.C.A.1st 1948); Steinberg v. United States, 14 F.2d 564 (C.C.A.2d 1926) 
(reversed on other grounds) ; United States v. Skidmore, 123 F.2d 604 (C.C.A.7th 1941), 
cert. denicd, 315 U.S. 800 (1942) ; Rose v. United States, 128 F.2d 622 (C.C.A.10th 1942), 
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of a fraudulent return is the act of evasion, other acts appear which 
could have been relied upon but were not.** It is the evasion, it should be 
recalled, and not the particular mode of evasion, which is the gist of the 
offense.**° Where the filing is relied upon as the act of evasion, the indict- 
ment must state which item reported in the return is false.**° If the return 
reveals the proper sum for each item of income and deduction or credit, 
the return will not support an indictment for evasion even though the 
computations made on the face of the return are incorrect, since nothing 
has been concealed.*** Once a false return is filed understating the tax 
due, the offense is complete even though the return is filed before the 
due date. It is therefore unnecessary to allege or prove that the tax con- 
tinued to remain unpaid after the filing of the false return.*** Because 
the offense rests upon an affirmative act, it is unnecessary to allege a duty 
to make a return where a false one has been filed.*** 

Again, it should be noted that, since the affirmative acts must be willful, 
it is not enough to prove that the acts were performed knowingly. The 
taxpayer must be aware of his legal duty,*** and proof of this awareness 
cannot rest upon a presumption as to knowledge of the law; **° and the 
act must have been motivated by a wrongful intent.*** It follows that 
compliance with a Treasury regulation is not criminally punishable even 
though it is later shown to be erroneous and is superseded.**” 


cert. denied, 317 U.S. 651 (1942). In the following, filing of a false amended return 
was relied on: Levy v. United States, 271 Fed. 942 (C.C.A.3rd 1921) ; United States v. 
Smith, 13 F.2d 923 (W. D. La. 1926). 

828 False records: United States v. Rosenblum, 176 F.2d 321 (C.C.A.7th 1949) ; Stein- 
berg v. United States, 162 F.2d 120 (C.C.A.5th 1947), cert. denied, 332 U.S. 808 (1947) ; 
Tinkoff v. United States, 86 F.2d 868 (C.C.A.7th 1937), cert. denied, 301 U.S. 689 (1937), 
rehearing denied, 301 U.S. 715 (1937). Destruction of records: Benetti vy. United 
States, 97 F.2d 263 (C.C.A.9th 1938). 

829 United States v. Smith, 13 F.2d 923 (W. D. La. 1926). 

330 United States v. Demos, 291 Fed. 104 (S. D. Fla. 1923). However, proof of other 
false items in the return is admissible to prove willful intent. Battjes v. United States, 
172 F.2d 1 (C.C.A.6th 1949), 

331 See note 330 supra. 

832 Cave v. United States, 159 F.2d 464 (C.C.A.8th 1947), cert. denied, 331. U.S. 847 
(1947), rehearing denied, 332 U.S. 786 (1947). 

333 United States v. Troy, 293 U.S. 58 (1934); Locke v. United States, 166 F.2d 
449 (C.C.A.5th 1948), cert. denied, 334 U.S. 837 (1948); Tinkoff v. United States, 
86 F.2d 868 (C.C.A.6th 1937), cert. denied, 301 U.S. 689 (1937), rehearing denied, 
301 U.S. 689 (1937). 

834 United States v. Ragen, 314 U.S. 513 (1942); see Spies.v. United States, 317 
U.S. 492, 498 (1943) (“We would expect wilfulness in such a case to include some 
element of evil motive and want of justification in view of all the financial circumstances 
of the taxpayer.”). 

835 Haigler v. United States, 172 F.2d 986 (C.C.A.10th 1949). 

386 Jones v. United States, 164 F.2d 398 (C.C.A.5th 1947); Hargrove v. United 
States, 67 F.2d 820 (C.C.A.5th 1933). 

387 Cooper v. United States, 9 F.2d 216 (C.C.A.8th 1925). 
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Subsection 145(b) does not embody the common law concept of attempt, 
and whether or not the attempt is successful is an immaterial element.*** 
Nor is fraud an element of the crime.**® This eliminates any need to 
show that the Treasury has been misled or that it relied on the affirmative 
act. The taxpayer’s duty to refrain from affirmative acts to attempt to 
evade results in the commission of the felony when that duty is breached 
and some tax is due; there is no further requirement of notification by 
the Government as by making an assessment.**° Nor need the return filed 
or tax due be that of the defendant,** first, because the crime consists of 
attempt to evade or defeat a tax imposed by Chapter I of the Code, not 
necessarily one imposed on the defendant; and second, because one who 
aids or abets another is himself a principal in the crime.*** 

Income and Deductions Covered. In most prosecutions the evasion con- 
sists of failure to report income,*** but deductions taken may also give 
rise to criminal responsibility. Thus, deducting personal expenses as 
business expenses,*** padding deductions with fictitious items,**° and even 


338 Guzik v. United States, 54 F.2d 618 (C.C.A.7th 1931), cert. denied, 285 U.S. 545 
(1932); O’Brien v. United States, 51 F.2d 193 (C.C.A.7th 1931), cert. denied, 284 
U.S. 673 (1931) ; see Spies v. United States, 317 U.S. 492, 498-499 (1943). 

339 United States v. Scharton, 285 U.S. 518 (1932). 

340 United States v. Commerford, 64 F.2d 28 (C.C.A.2d 1933), cert. denied, 289 U.S. 
759 (1933) ; Guzik v. United States, 54 F.2d 618 (C.C.A.7th 1931), cert. denied, 285 U.S. 
545 (1932). 

341 Tax due by individual: United States v. Johnson, 319 U.S. 503 (1943), rehearing 
denied, 320 U.S. 808 (1943); United States v. Schenck, 126 F.2d 702 (C.C.A.2d 1942), 
cert. denied, 316 U.S. 705 (1943). Tax due by corporation where defendant is inde- 
pendent contractor (tax consultant): Tinkoff v. United States, 86 F.2d 868 (C.C.A.7th 
1937), cert. denied, 301 U.S. 689 (1937), rehearing denied, 301 U.S. 715 (1937). Tax due 
by corporation where defendant is corporate officer or employee: United States v. Troy, 
293 U.S. 58 (1934) ; Currier v. United States, 166 F.2d 346 (C.C.A.1st 1948) ; Levy v. 
United States, 271 Fed. 942 (C.C.A.3rd 1921); Locke v. United States, 166 F.2d 449 
(C.C.A.5th 1948), cert. denied, 334 U.S. 837 (1948); United States v. Lange, 161 F.2d 
699 (C.C.A.7th 1947). In Levin v. United States, 5 F.2d 598 (C.C.A.9th 1925), cert. 
denied, 269 U.S. 562 (1925), it was held that all partners are criminally responsible if 
one signs and files a fraudulent return with the knowledge of the others. 

34218 U.S.C. §2 (1948). In the following, defendants were expressly charged with 
aiding and abetting: United States v. Johnson, 319 U.S. 503 (1943), rehearing denied, 
320 U.S. 808 (1943); Noro v. United States, 148 F.2d 696 (C.C.A.5th 1945), cert. 
denied, 326 U.S. 720 (1945). 

343 F.g., Yoffe v. United States, 153 F.2d 570 (C.C.A.1st 1946); Steinberg v. United 
States, 14 F.2d 564 (C.C.A.2d 1926) ; Chadick v. United States, 77 F.2d 961 (C.C.A.5th 
1935), cert. denicd, 296 U.S. 609 (1935); United States vy. Skidmore, 123 F.2d 604 
(C.C.A.7th 1941), cert. denied, 315 U.S. 800 (1942) ; Murray v. United States, 117 F.2d 
40 (C.C.A.8th 1940); Benetti v. United States, 97 F.2d 263 (C.C.A.9th 1938). 

344 United States v. Schenck, 126 F.2d 702 (C.C.A.2d 1942), cert. denied, 316 U.S. 705 
(1942) ; United States vy. Lange, 161 F.2d 699 (C.C.A.7th 1947). 

345 United States v. Lange, 161 F.2d 699 (C.C.A.7th 1947) ; cf. Myres v. United States, 
174 F.2d 329 (C.C.A.8th 1949) (taking same deduction second time on advice that 
first may be disallowed, without revealing action). 
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knowingly taking excessive deductions actually paid where a reasonable 
deduction is permitted, have been punished criminally.*** Where personal 
and business expenses have been commingled, it has been held that al- 
though the taxpayer may estimate the proper allocation in good faith, he 
must first eliminate all items known to constitute personal expenditure.*” 

Proof of Income. In some of the cases the Government has endeavored 
to introduce direct proof of the receipt of specific sums of income which 
were not reported.**® To these may be added the cases where it was 
shown that the taxpayer’s practice was to pay all expenses from daily cash 
receipts so that the deposits represented net profit.**° 

In other cases the Government has been able to adduce indirect proof 
of income.** These have all involved an unlawful activity producing 
income, the amount of which cannot be directly proved. Circumstantial 
evidence of this sum is then produced consisting of the taxpayer’s large 
expenditures during the tax year in question exceeding reported net in- 
come. This proof is further buttressed by an analysis of the taxpayer’s 
net worth at the beginning and close of the tax period, supported by the 
taxpayer’s own records or admissions. The net worth analysis precludes 
any claim that the expenditures were made from a past hoard, the tax- 
payer being relegated to the weak contention that he held secret assets 
not shown by his own records.** If admissions have been made that no 
sums have been received by inheritance or gift,*°’ they further support 
the Government’s case. 

Circumstantial evidence of a weaker nature may be substituted at several 
points. Thus, the ownership of a business which might produce income 
together with regular deposits and purchase of bonds in an amount 
exceeding reported income, was held sufficient to sustain a conviction 
where the taxpayer sold securities to pay obligations and made purchases 


346 United States v. Ragen, 314 U.S. 513 (1942); cf. Paddock v. United States, 
79 F.2d 872 (C.C.A.9th 1935) (reversed on other grounds). 

847 United States v. Schenck, 126 F.2d 702 (C.C.A.2d 1942), cert. denied, 316 U.S. 
705 (1942). 

348 United States v. Commerford, 64 F.2d 28 (C.C.A.2d 1933), cert. denied, 289 U.S. 
759 (1933); Chadick v. United States, 77 F.2d 961 (C.C.A.5th 1935), cert. denicd, 296 
U.S. 609 (1935); Paschen y. United States, 70 F.2d 491 (C.C.A.7th 1934); Guzik 
v. United States, 54 F.2d 618 (C.C.A.7th 1931), cert. denied, 285 U.S. 545 (1932) ; Myres 
v. United States, 174 F.2d 329 (C.C.A.8th 1949), cert. denied, 18 U.S.L. Werk 3118 
(1949). 

349 United States v. Miro, 60 F.2d 58 (C.C.A.2d 1932) ; Orzechowski v. United States, 
37 F.2d 713 (C.C.A.3rd 1930). 

850 United States v. Potson, 171 F.2d 495 (C.C.A.7th 1948) ; United States v. Chapman, 
168 F.2d 997 (C.C.A.7th 1948); United States v. Skidmore, 123 F.2d 604 (C.C.A.7th 
1941), cert. denied, 315 U.S. 800 (1942). 

351 This claim was made in United States v. Potson, 171 F.2d 495 (C.C.A.7th 1948) ; 
United States v. Chapman, 168 F.2d 997 (C.C.A.7th 1948). 

852 United States v. Potson. 171 F.2d 495 (C.C.A.7th 1948). 
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on the installment plan the year prior to the tax period, the deposits and 
savings did not reduce other visible assets during the period, and the 
taxpayer offered the Bureau agent a bribe. The regularity of the deposits 
and investments was deemed to be a significant factor tending to prove 
that the source of the funds was current income.** 

In still other cases convictions have been sustained where the inference 
of guilt was much weaker. Where a business or illicit activity was con- 
ducted, bank deposits regularly made in an aggregate sum exceeding re- 
ported income have been held sufficient to support the inference that they 
constituted income although the taxpayer introduced proof that many 
of them constituted the proceeds of capital transactions.*** It follows that 
once proof of deposits is introduced in an amount exceeding reported 
income plus a showing of a possible source of income,** the taxpayer 
must move forward with evidence demonstrating that none of such excess 
deposits constituted income, or the jury may find against him. 

In Barrow v. United States ***_the Fifth Circuit held that the prosecu- 
tion had proved a prima facie case upon demonstrating the receipt by the 
defendant of unreported gross income, and that no need existed for the 
Government to proceed with proof that some net income was realized. 
Since the prosecution must show that some tax remained unpaid when 
the timely but allegedly false return was filed, again the Court shifted to 
the defendant the burden of moving forward with evidence to disprove 
an essential element of the crime. In the Barrow case, however, the 
language was broader than the facts required. There the defendant had 
understated sales by an amount equal to non-deductible expenses which 
he incurred; but he reported a profit on sales which he made. The con- 
clusion appears warranted, therefore, that a profit was earned on the 
unreported sales. 

In extreme cases convictions have been upheld on proof of expenditures 
during a tax period exceeding reported income for the period and absence 





353 Barcott v. United States, 169 F.2d 929 (C.C.A.9th 1948), cert. denied, 336 U.S. 912 
(1949). 

354 Gleckman vy. United States, 80 F.2d 394 (C.C.A.8th 1935), cert. denied, 297 U.S. 
709 (1936) (some proof of increased net worth too); cf. Malone v. United States, 
94 F.2d 281 (C.C.A.7th 1938) (illicit activity, deposits exceeding reported income, plus 
agent’s testimony that taxpayer stated he was unable to explain the deposits) ; Stinnett v. 
United States, 173 F.2d 129 (C.C.A.4th 1949) (business owned, deposits and bond 
purchases each exceeded reported income, admitted business receipts deposited, books 
destroyed) ; United States v. Hornstein, 176 F.2d 217 (C.C.A.7th 1949) (unreported sales 
claimed by taxpayer to have resulted in a loss). 

355 In Emmich v. United States, 298 Fed. 5 (C.C.A.6th 1924), cert. denied, 266 U.S. 608 
(1924), the evidence consisted of an illicit activity, and the taxpayer’s denial to a Bureau 
agent that he had bank accounts until confronted by them. 

3550 171 F.2d 286 (C.C.A.5th 1948). 
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of records plus a possible unlawful source of income.*** In these expendi- 


ture cases apparently no attempt was even made to preclude the inference 
of expenditures from past accumulations, and the inference to the contrary 
is weaker where the proof consists of expenditures rather than deposits. 

Permitting a case to go to the jury predicated upon expenditures plus 
a possible source of income, means that the jury may bring in a verdict 
of guilty although the Government has not proved a case beyond a 
reasonable doubt. Indeed, a verdict of guilt rests upon the probability that 
a defendant who fails to explain satisfactorily the source of his expendi- 
ture had received unreported income during the tax year. Thus, the 
prosecution is permitted to prevail, not by adducing evidence inconsistent 
with innocence, but by shifting the burden of adducing evidence to the 
defendant.**’ No longer may a defendant sit back and wait for the 
Government to prove his guilt. And even if a defendant attempts to 
explain the source of his funds, the jury need not accept that explanation. 

Once a verdict of guilty is returned, an appellate court will review only 
to determine whether substantial evidence supports that verdict.** The 
trial court, it is true, may weigh the evidence on a motion for a new trial, 
but its discretion will not be reviewed unless there was no evidence in 


356 United States v. Johnson, 319 U.S. 503 (1943), rehearing denied, 320 U.S. 808 
(1943), cf. Schuermann v. United States, 174 F.2d 397 (C.C.A.8th 1949), cert. denied, 
94 L. ed. 46 (1949) (also concealment of assets and absence of records). In United States 
v. Fenwick, 49-2 USTC {9448 (C.C.A.7th 1949), a conviction was reversed where the 
prosecution was unable to show that any receipts from defendant’s businesses were un- 
reported, and that-the initial net worth used to prove unreported income by the net worth 
plus expenditures analysis was complete. 

357 This was recognized by the Court in Schuermann v. United States, 174 F.2d 397, 
399 (C.C.A.8th 1949): “... the government ... was not required to make a perfect 
case or to prove the defendant guilty to a mathematical certainty. . . . Evidence which, if 
unexplained and uncontradicted, will justify a conclusion that a taxpayer had income 
which he deliberately failed to include on his return, is enough to take a case such as 
this to the jury... .” For a varying view see Christoffel vy. United States, 338 U.S. 84 
(1949) (“As a consequence of this conviction, a petitioner was sentenced to imprisonment 
for a term of from two to six years. An essential part of a procedure which can be 
said fairly to inflict such a punishment is that all the elements of the crime charged shall 
be proved beyond a reasonable doubt.” 89). There is language strongly supporting the 
taxpayer in United States v. Fenwick, 49-2 USTC {9448 (C.C.A.7th (1949), but the 
facts proved by the prosecution were not even strong enough to sustain an inference of 
guilt. 

858 Mortensen v. United States, 322 U.S. 369, 374 (1944); Glasser v. United States, 
315 U.S. 60 (1942). For a contrary view, see United States v. Litberg, 175 F.2d 20 
(C.C.A.7th 1949) (“... while the trier of the facts is entitled to draw all reasonable 
inferences from the circumstances in proof, a court of review is charged with the respon- 
sibility of determining the reasonableness of such inferences. In other words, an infer- 
ence may not properly be relied upon in support of an essential allegation if an opposite 
inference may be drawn with equal consistency from the circumstances in proof.” 21). 
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support of the verdict.*° Thus, the jury and trial court are accorded 
great freedom of decision *°° for good or bad, and ad hominem judgments 
are not subject to review. It becomes all the more important that every 
effort be made to maintain the course of the trial on a rational path. 
Unfortunately, federal prosecutors have had no hesitation in resorting to 
emotional appeals, and appellate courts have injected every technicality 
to avoid reversing on that score.*** The cases have tended to develop 
from a trial by jury of rational issues to a trial by a district judge who, 
on the basis of his evaluation of the case, may sway the jury by his conduct 
of the trial. Traditional protection afforded in criminal cases has given 
way before newer views of alleged expediency.°°* The Department of 
Justice has only to arrange to bring a prosecution before a favorably 
disposed trial judge and it can procure a criminal conviction on evidence 
on which the Tax Court would refuse to find fraud in a civil case. 

The Government’s case is frequently buttressed by testimony of a 
Bureau agent that the taxpayer failed to explain the source of bank de- 
posits during the investigation, although an explanation was offered at 
the trial,*** or that the taxpayer’s story during the investigation and trial 
differed,** or that the taxpayer made admissions supporting inferences 
which could otherwise be made.*** In a case in which a conviction could 
not be sustained in the absence of such testimony,*® it may well be ques- 


359 United States v. Johnson, 327 U.S. 106 (1946); Gage v. United States, 167 F.2d 
122 (C.C.A.9th 1948). 

360 This, too, was recognized by the Court in Schuermann vy. United States, 174 F.2d 397, 
399 (C.C.A.8th 1949): “.. . the federal appellate courts will have to rely heavily upon 
the sound judgment of the trial courts in appraising the sufficiency of the evidence to 
warrant submission of a tax evasion case to a jury, and upon the fairness and common 
sense of juries in determining guilt or innocence when such cases are submitted to 
them.” 

361 Steinberg v. United States, 14 F.2d 564, 565 (C.C.A.2d 1926). In the following, 
reversal was refused because of absence of timely objection, though it has been held that 
an objection is unnecessary if the error is plainly prejudicial: Rose v. United States, 128 
F.2d 622, 626 (C.C.A.10th 1942); Myres v. United States, 174 F.2d 329, 338-339 
(C.C.A.8th 1949), cert. denied, 18 U.S.L. Weex 3118 (1949); Steinberg v. United 
States, 162 F.2d 120, 122 (C.C.A.5th 1947); Paschen v. United States, 70 F.2d 491 
(C.C.A.7th 1934). 

3618 We may well join with Judge L. Hand in saying that “If the prosecution of crime 
is to be conducted with so little regard for that protection which centuries of English law 
have given to the individual, we are indeed at the dawn of a new era; and much that we 
have deemed vital to our liberties is a delusion.” United States v. Di Re, 159 F.2d 818, 
820 (C.C.A.2d 1947). 

362 Chadick v. United States, 77 F.2d 961 (C.C.A.5th 1935), cert. denied, 296 U.S. 609 
(1935); Battjes v. United States, 172 F.2d 1 (C.C.A.6th 1949); Malone v. United 
States, 94 F.2d 281 (C.C.A.7th 1938). 

863 Slick v. United States, 1 F.2d 897 (C.C.A.7th 1924). 
864 United States v. Potson, 171 F.2d 495 (C.C.A.7th 1948). 
865 Such a case appears in Linquata v. United States, 173 F.2d 201 (C.C.A.1st 1949). 

















1950] INCOME TAX PENALTIES 189 


tioned, however, whether it is a wise policy to permit the-conviction to 
stand. A prosecution based on the uncorroborated testimony of the 
prosecution’s own personnel opens the door to temptation and abuse. 

Sufficient proof of income in excess of that reported also has been held 
to have been obtained where the taxpayer maintained two sets of books, 
one of which had been kept in a foreign language and recorded income in 
excess of the set kept in English which was utilized in the preparation of 
the tax return.*® 

Defenses. It has been pointed out above that the jury is free to infer 
that a deposit not reported as a receipt constitutes net income. If the 
defendant contends that there are additional unreported deductions off- 
setting that receipt, he must so prove, for it has been held that the Govern- 
ment need not negative such a possibility.*°’ Similarly, the defendant is 
entitled to adduce other evidence tending to prove that bank deposits did 
not constitute income, e.g., that the deposits were built up by kiting 
checks,*** or by cashing payroll checks for customers.*° Among the 
defenses appearing in the decided cases are claims that the deposits consti- 
tuted gifts,**° or political contributions,* that the defendant’s bank 
account was utilized by other persons,*” that the defendant received the 
sums as agent for transmission only.*** However, while such evidence 
is admissible and must be considered by the jury, it need not be accepted 
by them. This is true even though the burden is upon the Government to 
disprove the claimed deductions or defense.*"* 


366 Noro v. United States, 148 F.2d 696 (C.C.A.5th 1945), cert. denied, 326 U.S. 720 
(1945). 

367 United States v. Skidmore, 123 F.2d 604 (C.C.A.7th 1941), cert. denied, 315 U.S. 
800 (1942). Such evidence was introduced in United States v. Zimmerman, 108 F.2d 
370 (C.C.A.7th 1939); Paschen v. United States, 70 F.2d 491 (C.C.A.7th 1934); 
Guzik v. United States, 54 F.2d 618 (C.C.A.7th 1931), cert. denied, 285 U.S. 545 (1932) ; 
cf. United States v. Hornstein, 176 F.2d 217 (C.C.A.7th 1949) (unreported sales claimed 
to have resulted in a loss). 

868 Singer v. United States, 58 F.2d 74 (C.C.A.3rd 1932). 

369 Cf. Kirsch v. United States, 174 F.2d 595 (C.C.A.8th 1949) (reversed because 
hypothetical question assumed such deposits constitute income). 

370 United States v. McCormick, 67 F.2d 867 (C.C.A.2d 1933) ; United States v. Com- 
murford, 64 F.2d 28 (C.C.A.2d 1933), cert. denied, 289 U.S. 759 (1933); Murray v. 
United States, 117 F.2d 40 (C.C.A.8th 1941). 

371 Malone v. United States, 94 F.2d 281 (C.C.A.7th 1938); Paschen v. United States, 
70 F.2d 491 (C.C.A.7th 1934); Oliver v. United States, 54 F.2d 48 (C.C.A.7th 1931), 
cert. denied, 285 U.S. 543 (1932). 

872 Chadick v. United States, 77 F.2d 961 (C.C.A.5th 1935), cert. denicd, 296 U.S. 609 
(1935). 

873 Steinberg v. United States, 162 F.2d 120 (C.C.A.5th 1947), cert. denied, 332 U.S. 
808 (1947). 

374 Nicola v. United States, 72 F.2d 780 (C.C.A.3rd 1934); Kuhn v. United States, 
42 F.2d 210 (C.C.A.3rd 1930) ; Paschen v. United States, 70 F.2d 491 (C.C.A.7th 1934). 
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Where the indictment charges an attempt to evade a corporation’s tax, 
it may, of course, be shown that the income was earned by an officer or 
stockholder personally.*** A more difficult problem arises where the 
evasion charged is that of the tax due from a stockholder of a corporation. 
If the individuals engaged in the diversion own all the stock of the cor- 
poration, there is no difficulty in treating it as a constructive dividend.*” 
Unless it can be shown that all the stockholders consented,*” it is difficult 
to see how such a diversion to a principal stockholder can be deemed to be 
income to him.*”* It will be recalled that with respect to the civil penalty, 
the Tax Court has allowed the corporation an offsetting loss deduction for 
embezzlement by an officer who owned most but not all of the corporation’s 
stock. 

Willfulness. The prosecution must prove that the attempt was will ful,*” 
but circumstantial evidence of willfulness suffices.**° The inference of 
willfulness has been shown by the defendant’s failure to keep records,*** 
maintaining a double set of books,*** destroying records,** concealing 


375 Nicola v. United States, 72 F.2d 780 (C.C.A.3rd 1934). 

376 United States v. Rosenblum, 48-2 USTC {9375 (S. D. Ind. 1948) (alternative), 
aff'd on other grounds, 176 F.2d 321 (C.C.A.7th 1949), cert. denied, 18 U.S.L. Wrex 
3175 (1949) (issue was whether item properly listed as dividends in indictment. Court 
decided it was, but that defendants had ample information anyway, so that it was not 
prejudicial). 

877 In Currier v. United States, 166 F.2d 346 (C.C.A.1st 1948), the Court held that 
the proportion of the diversion equal to the proportion of the corporation’s stock owned 
by defendant to be a constructive dividend, and the balance to be a return of capital 
on a sum wrongfully taken. But even a majority stockholder cannot take corporate 
money without a dividend declaration by the directors, and then contend that it was 
rightfully taken pro rata to his holdings. In United States v. Chapman, 168 F.2d 997 
(C.C.A.7th 1948), the withdrawal was held to be income to the principal stockholder on 
the additional ground that there was no intent to embezzle. That, too, however, depends 
on showing the consent of all stockholders. 

378 Comm’r v. Wilcox, 327 U.S. 404 (1946). 

879 Jones v. United States, 164 F.2d 398 (C.C.A.5th 1947). 

380 United States v. Commerford, 64 F.2d 28 (C.C.A.2d 1933), cert. denied, 289 U.S. 
759 (1933); Battjes v. United States, 172 F.2d 1 (C.C.A.6th 1949) ; Paschen v. United 
States, 70 F.2d 491 (C.C.A.7th 1934). 

381 United States v. Zimmerman, 108 F.2d 370 (C.C.A.7th 1939); Oliver v. United 
States, 54 F.2d 48 (C.C.A.7th 1931), cert. denied, 285 U.S. 543 (1932) ; Schuermann v. 
United States, 174 F.2d 397 (C.C.A.8th 1949); Murray v. United States, 117 F.2d 
40 (C.C.A.8th 1941); Gleckman v. United States, 80 F.2d 394 (C.C.A.8th 1935), cert. 
denied, 297 U.S. 709 (1936) ; Maxfield v. United States, 152 F.2d 593 (C.C.A.9th 1945), 
cert. denied, 327 U.S. 794 (1946) ; cf. Battjes v. United States, 172 F.2d 1 (C.C.A.6th 
1949) (faulty records). 

382 Noro v. United States, 148 F.2d 696 (C.C.A.5th 1945), cert. denied, 326 U.S. 720 
(1945) (the books also constituted the only proof of unreported income) ; Wiggins v. 
United States, 64 F.2d 950 (C.C.A.9th 1933), cert. denied, 290 U.S. 657 (1933). Cf. 
Maxfield v. United States, 152 F.2d 593 (C.C.A.9th 1945), cert. denied, 327 U.S. 794 
(1946) (planned to keep double set of books). 

883 Yoffe vy. United States, 153 F.2d 570 (C.C.A.1st 1946) ; pissint v. United States, 
173 F.2d 129 (C.C.A.4th 1949). 
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assets,*** an expressed desire to minimize taxes,*** evasiveness on cross- 
examination,®*® having an illicit activity as a source of income,*™ failure 
to cooperate with the Bureau agent,*** and like conduct in evading taxation 
about the same year.*® It will be recalled that the Tax Court does not 
permit the introduction of evidence of violation in one year to prove fraud 
in another year for the purpose of imposing civil penalties. This is one of 
several points on which the criminal provisions are more severe than the 
civil. 

Since knowledge of the legal obligation is an element of the crime, the 
defendant may introduce evidence tending to prove his belief that the 
unreported income was not taxable,*”° or that he was ignorant of the law,°*”* 
but, again, the issue is one for the jury. Evidence may also be introduced, 
for the purpose of proving lack of the requisite intent, that the Treasury 
accepted the taxpayer’s method of handling a particular item in a prior 
return.**? However, the prosecution need not show direct knowledge of 
the contents of a return, for such knowledge may be inferred from other 
proof such as the scope of the defendant’s business activities and his 
signing of the report.*** Payment of the tax due after the due date but 
prior to the commencement of the Bureau investigation, is admissible to 


884 United States v. Zimmerman, 108 F.2d 370 (C.C.A.7th 1939); Paschen v. United 
States, 70 F.2d 491 (C.C.A.7th 1934) ; Guzik v. United States, 54 F.2d 618 (C.C.A.7th 
1931), cert. denied, 285 U.S. 545 (1932); Schuermann y. United States, 174 F.2d 40 
(C.C.A.8th 1941), cert. denied, 94 L. ed. 46 (1949). 

885 Tinkoff v. United States, 86 F.2d 868 (C.C.A.7th 1937), cert. denied, 301 U.S. 689 
(1937), rehearing denied, 301 U.S. 715 (1937) ; Maxfield v. United States, 152 F.2d 593 
(C.C.A.9th 1945), cert. denied, 327 U.S. 794 (1946). 

386 Maxfield v. United States, 152 F.2d 593 (C.C.A.9th 1945), cert. denied, 327 U.S. 
794 (1946). 

887 F.g., Steinberg v. United States, 14 F.2d 564 (C.C.A.2d 1946) ; Chadick v. United 
States, 77 F.2d 961 (C.C.A.5th 1935), cert. denied, 296 U.S. 609 (1935); United States v. 
Zimmerman, 108 F.2d 370 (C.C.A.7th 1939) ; Gleckman v. United States, 80 F.2d 394 
(C.C.A.8th 1935), cert. denied, 297 U.S. 709 (1936); Benetti v. United States, 97 F.2d 
263 (C.C.A.9th 1938). But see Spies v. United States, 317 U.S. 492, 499 (1943), where 
the Court implied that an illicit activity may excuse concealment of assets and failure 
to keep records. 

388 Battjes v. United States, 172 F.2d 1 (C.C.A.6th 1949); Myres v. United States, 
174 F.2d 329 (C.C.A.8th 1949), cert. denied, 18 U.S.L. Weex 3118 (1949) (after pro- 
posed desire to do so). 

389 Evasion in prior tax year: United States v. Sullivan, 98 F.2d 79 (C.C.A.2d 1938) ; 
Malone v. United States, 94 F.2d 281 (C.C.A.7th 1938) ; Himmelfarb v. United States, 
175 F.2d 924, 941 (C.C.A.9th 1949), cert. denied, 94 L. ed. 65 (1949). Another unreported 
item not listed in indictment: Battjes v. United States, 172 F.2d 1 (C.C.A.6th 1949). 

390 O’Brien v. United States, 51 F.2d 193 (C.C.A.7th 1931), cert. denied, 284 U.S. 673 
(1931). Cf. United States v. Murdock, 290 U.S. 389 (1933) (I.R.C. §145(a)). 

391 Paschen v. United States, 70 F.2d 491 (C.C.A.7th 1934). 

892 Cooper v. United States, 9 F.2d 216 (C.C.A.8th 1925). 

393 Jd. 
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negative the required intent,*** but proof of payment after the commence- 
ment of the investigation has been held to be inadmissible where the 
defendant was aware of his duty.*” 

The most usual way to show an erroneous belief in good faith with 
respect to the defendant’s legal duty is to introduce evidence of advice 
received from persons who should have known the legal requirements,**° 
but even then the jury need not accept the truth of such testimony.**? In 
one case it was claimed that a deceased Bureau agent had advised the 
defendant. However, since the Court charged the jury that a public 
official is presumed to perform his duty properly, the right of the defendant 
to claim reliance in good faith was practically rejected.*°* Moreover, the 
charge scarcely rests upon factual observation and hence appears un- 
justifiable. 

There is also dictum that proof of a generally held, but erroneous, 
belief of the law, unsupported by actual knowledge of a court decision, is 
inadmissible.**® Again no justification appears for such a ruling *”° since 
the law makes ignorance, not reasonable ignorance, a defense where will- 
fulness is at issue. 

Overlap with Subsection 145(a). A defendant indicted for willfully 
attempting to evade or defeat a tax under subsection 145(b) may also be 
indicted for willfully failing to file a return for the same tax year with 
respect to the same person, since each crime contains elements not con- 
tained in the other.*** As has been pointed out above, a duty to file a 


894 Cf. United States v. McCormick, 67 F.2d 867 (C.C.A.2d 1933). 

395 United States v. Sullivan, 98 F.2d 79 (C.C.A.2d 1938). 

396 Cf. United States v. McCormick, 67 F.2d 867 (C.C.A.2d 1933) (I.R.C. §145(a)) 
(consulted two lawyers, a Congressman, and a bank comptroller—all deceased). The 
advice must relate to the method of handling return. Myres v. United States, 174 F.2d 
329 (C.C.A.8th 1949) (expert advice that first deduction may be disallowed. No justifica- 
tion for taking stand without revealing facts where first deduction was taken from 
gross income without revealing it). 

397 United States v. Raub, P—H {72,638 (C.C.A.7th (1949) ; United States v. Clayton- 
Kennedy, 2 F. Supp. 233 (D. Md. 1933), appeal dismissed, 67 F.2d 988 (C.C.A.4th 1933). 

398 Benetti v. United States, 97 F.2d 263 (C.C.A.9th 1938). 

899 See United States v. LaFontaine, 54 F.2d 371, 373 (D. Md. 1931). 

400 Haigler v. United States, 172 F.2d 986 (C.C.A. 10th 1949). 

401 United States v. Sullivan, 98 F.2d 79 (C.C.A.2d 1938); United States v. Commer- 
ford, 64 F.2d 28 (C.C.A.2d 1933), cert. denied, 289 U.S. 759 (1933); United States v. 
Miro, 69 F.2d 58 (C.C.A.2d 1932); Bowles v. United States, 73 F.2d 772 (C.C.A4th 
1934) ; Hargrove v. United States, 67 F.2d 820 (C.C.A.5th 1933); United States v. 
Capone, 93 F.2d 840 (C.C.A.7th 1937), cert. denicd, 303 U.S. 651 (1938); Oliver v. 
United States, 54 F.2d 48 (C.C.A.7th 1931), cert. denied, 285 U.S. 543 (1932) ; O’Brien 
v. United States, 51 F.2d 193 (C.C.A.7th 1931), cert. denied, 284 U.S. 673 (1931) ; Pad- 
dock v. United States, 79 F.2d 872 (C.C.A.9th 1935) ; United States v. Clayton-Kennedy, 
2 F. Supp. 233 (D. Md. 1933), appeal dismissed, 67 F.2d 988 (C.C.A.4th 1933). Whether 
or not a prosecution for two crimes constitutes double jeopardy, is determined by the 
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return must be shown under subsection 145(a). Under subsection 145(b), 
however no such duty need be shown, nor need the defendant be under a 
duty to pay a tax. Under subsection 145(b), there must be a tax due 
from someone and an affirmative act is required, but neither is a requisite 
to prosecution under subsection 145(a). 

Limitations Period. The period of limitations applicable to subsection 
145(b) is six years,*°? commencing with the time of filing of the return. 
Where no return was filed, then the period of limitations runs from the 
last day on which a return could validly have been filed.*”* 


(C) Subsection 145(c) 


This subsection makes the perjury penalty applicable to a return, al- 
though an oath is no longer required. It renders it a felony willfully to 
make and subscribe a return which the signer does not believe to be true 
and correct as to every material matter. It is arguable that a material mis- 
statement is one which alters the amount of the tax apparently due. Thus, 
an overstatement of both income and deductions in the same amount 
would not be a misstatement as to a material matter. The only decision on 
the point goes much further and holds that income must be understated 
in a substantial amount compared to the amount of income reported.*”* 
In that case an omission of $12,000 from gross receipts was held not to 
be material where reported gross income exceeded $3,400,000 and net 
income, $430,000. 

Under the perjury section, it has been held that an item in the return 
must be false; a conviction could not be had for an erroneous computation 
appearing on the face of the return.*” The same holding would be 
applicable to subsection 145(c). 

It would appear from the language of the section that a violation docs 
not occur until the return is filed. In this respect, the crime differs from 
perjury which is complete when the oath is taken even though the instru- 
ment is never dispatched.*° 


following test: “The applicable rule is that where the same act or transaction consti- 
tutes a violation of two distinct statutory provisions, the test to be applied to determine 
whether there are two offenses or only one, is whether each provision requires proof 
of an additional fact which the other does not.” Blockburger v. United States, 284 U.S. 
299, 304 (1932). Albrecht v. United States, 273 U.S. 1, 11 (1927); Gavieres v. United 
States, 220 U.S. 338 (1911) ; Carter v. McClaughry, 183 U.S. 365 (1902) ; In re Nielsen, 
131 U.S. 176 (1889). 

402 T.R.C. §3748. 

408 United States v. Hall, 52 F. Supp. 796 (D. C. Conn. 1943). 

404 United States v. Koppelman, 61 F. Supp. 1007 (M. D. Pa. 1945). 

405 United States v. Demos, 291 Fed. 104 (S. D. Fla. 1923). 

406 Levin v. United States, 5 F.2d 598 (C.C.A.9th 1925), cert. denied, 269 U.S. 562 
(1935) (alternative) ; Steinberg v. United States, 14 F.2d 564, 567 (C.C.A.2d 1926). 











194 TAX LAW REVIEW [Vol. 5: 


Because perjury had been committed when the oath was taken to a 
knowingly false return, even though it was never filed, it had been held 
that the conviction on charges both of perjury and of attempting to evade 
or defeat a tax against the same person with respect to the same tax, did 
not involve double jeopardy, since the latter could be committed even if 
the return were not under oath.*”’ The crime of attempting to evade, of 
course, contained elements not contained in perjury, e.g., any affirmative 
act of concealment of income was sufficient, and a false return was not 
required. Although subsection 145(b) contains elements not found in 
subsection 145(c), the reverse would be true only if the requirement of 
falsity with respect to a material matter were finally held to include a 
substantial understatement of tax as suggested above. If the contrary 
view were taken, a person tried for violating subsection 145(c) should 
not be indicted under subsection 145(b), though the contrary would not 
hold. A conviction for both has been upheld, but the double jeopardy plea 
does not appear to have been raised.** 





(D) Section 3616 


Subsection 145(a) makes it a misdemeanor to deliver or disclose to the 
Collector of Internal Revenue or a deputy, a false or fraudulent list, 
return, account, or statement with intent to defeat or evade the evaluation, 
enumeration, or assessment intended to be made. It has been held that an 
indictment charging an intent to defeat a “tax to be made” sufficiently 
stated the crime.*” The filing of a false return has been held to fall within 
this subsection.**° If subsection 145(c) is finally held to require a sub- 
stantial understatement of net income, a false return which does not 
substantially understate net income could be prosecuted under subsection 
3616(a). Of course, the latter subsection is broader in other respects and 
might cover false statements made during an investigation. Its lack of 
utilization is probably due to the fact that the same evidence could bring 
a conviction under subsection 145(b) if an affirmative act of concealment 
occurred, or if not, a conviction could more easily be had under sub- 
section 145(a). 

Subsection 3616(b) renders it a misdemeanor to fail to appear to testify 
or produce books after having been duly summoned to do either. 


407 Levin v. United States, 5 F.2d 598 (C.C.A.9th 1925), cert. denied, 269 U.S. 562 
(1935) (alternative). 

408 Steinberg v. United States, 162 F.2d 120 (C.C.A.5th 1947), cert. denied, 332 U.S. 
808 (1947). 

409 United States v. Gold, 53 F. Supp. 848 (D. N. J. 1944). 

410 Slick v. United States, 1 F.2d 897 (C.C.A.7th 1924). 
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(E) Section 3762 


It is a misdemeanor under section 3762 in connection with a closing 
agreement under section 3760 or a compromise under section 3761 or an 
offer for either to conceal property of a person liable for the tax; or to 
destroy or falsify a record or to make a false statement under oath with 
respect to the estate or financial condition of a person liable for tax. 


(F) Subsection 3793(b) 


It is a felony willfully to aid, assist, counsel, advise the preparation or 
presentation of a false or fraudulent return or claim, whether or not the 
falsity or fraud is with the knowledge or consent of the taxpayer.*™* 

It has been pointed out that one assisting in the preparation of a fraudu- 
lent return may be prosecuted as a principal under subsection 145(b). 
Under subsection 3793(b), for some odd reason, the assistant may be 
convicted if there is a false item in the return, even though the tax is un- 
affected,**? whereas the taxpayer may be prosecuted for a felony only if 
some tax is shown to be due and unpaid. 


(G) 18 U.S.C. Section 1001 


This section appears to duplicate subsections 145(b) and 3793(b) and 
to punish as a felony the crimes punished as misdemeanors under sections 
145(c), 3616,*** and 3762 *** of the Internal Revenue Code. Nevertheless, 
its predecessor, section 80 of the prior Criminal Code, had been held not 
to have been superseded by the passage of specific penalties as part of the 
Internal Revenue Code.**® 

Section 1001 renders it a felony with respect to a matter within the 
jurisdiction of a department of the United States willfully to conceal a 
material fact or to make a falst or fraudulent statement or representation, 
or to make or use a writing knowing it to contain a false or fraudulent 
statement or entry. 


(H) 18 U.S.C. Section 371 


A conspiracy to commit a felony is itself made a felony, and one tu 
commit a misdemeanor is rendered a misdemeanor. It has been held 


411 United States v. Kelley, 105 F.2d 912 (C.C.A.2d 1939) (taxpayer need rot have 
been convicted of fraud). 

412 Jd. 

413 Ex parte Berkoff, 65 F. Supp. 976 (D. Minn. 1946) (alternative), aff'd on other 
grounds, 159 F.2d 5 (C.C.A.8th 1947). 

414 Capone v. United States, 51 F.2d 609 (C.C.A.7th 1931), cert. denied, 284 U.S. 
669 (1931). 

415 See note 413 supra. 
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that partners may be indicted for conspiring to violate subsection 145(b), 
since one partner can file a partnership return.“ The conspiracy section 
appears to have been applied to subsection 145(b) **” only. 

Convictions of the same defendant under subsection 145(b) and on a 
conspiracy count to violate that subsection have frequently been upheld 
with respect to the same person’s tax during the same period.*** Following 
acquittal upon a conspiracy count to violate subsection 145(b) in which 
the overt acts alleged were the preparation and filing of a false return, 
subsequent indictment under subsection 145(b) was quashed as a matter 
of discretion without deciding the double jeopardy question.*”” 

In United States v. Wexler *” the Second Circuit expressly considered 
the issue. The Court held that a person could be punished both for violat- 
ing subsection 145(b) and for conspiring to violate it, provided the overt 
act did not consist solely of the substantive offense. The Court went on 
to say that even if the substantive crime were the only overt act alleged, 
the defendant could still be convicted and punished both for violating sub- 
section 145(b) and for conspiring to violate it.** 
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III. ConcLusIon 


The income tax penalties, both civil and criminal, have been enacted 
piecemeal in response to felt needs of the moment. Neither of the groups 
of penalties—either with respect to each other or internally—reveals any 
logical organization. 

Despite the supposedly more severe standards of proof applicable to 
criminal proceedings, the growing tendency of permitting cases to go to 
the jury with essential elements unproved, on the theory that the burden 
of moving forward with evidence has shifted once the Government 
proves its case with some degree of probability, permits conviction on 
evidence which would not result in a finding of civil fraud. Tax Court 
judges, on the whole, have shown a commendable restraint and prudence 
in their findings which cannot be expected from jurors swayed by less 
restrained prosecutors and even, perhaps, by district judges. 


416 Lisansky v. United States, 31 F.2d 846 (C.C.A.4th 1929), cert. denied, 279 —e 
873 (1929). 

417 Yoffe v. United States, 153 F.2d 570 (C.C.A.1st 1946) ; Cooper v. United eatee 
9 F.2d 216 (C.C.A.8th 1925). Sce cases cited, note 418 infra. 

418 United States v. Johnson, 319 U.S. 503 (1943), rehearing denied, 320 U.S. 808 
(1943) ; Noro v. United States, 148 F.2d 696 (C.C.A. 5th 1945), cert. denied, 326 U.S. 
720 (1945); Maxfield v. United States, 152 F.2d 593 (C.C.A.9th 1945), cert. denied, 
327 U.S. 794 (1946); cf. United States v. Rosenblum, 176 F.2d 321 (C.C.A.7th 1949) 
(reversed on evidence point), cert. denied, 18 U.S.L. Week 3175 (1949). 

419 United States v. Rachmil, 270 Fed. 869 (S. D. N. Y. 1921). 

42079 F.2d 526 (C.C.A.2d 1935), cert. denied, 297 U.S. 703 (1). 

421 Jd. at 528. 
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Within the field of criminal penalties, some overlapping appears. Sub- 
sections 145(c) and 3616(a) cannot justify their separate existences in so 
far as application to income taxes is concerned, and if it is finally held that 
the filing of a fraudulent return is a sufficient affirmative act under sub- 
section 145(b), the continued existence of neither of them is justifiable. 
In addition, of course, there is that great catch-all, the famous section 80 
(now section 1001) of Title 18. With the plethora of special criminal 
legislation in the tax field, section 1001 serves no useful purpose in that 
field and should be rendered inapplicable thereto. 

While the delinquent filing provision (section 291) appears to be the 
center of the most violent conflict, it has at least generated some reasoning 
out of which standards may be anticipated. Outside of the problems aris- 
ing from failure to keep records, little thought appears to have been 
accorded to the negligence provisions which, among the civil penalties, are 
most in need of it. Nor has any attention been directed towards the 
elimination of conflicting rules on subsidiary points among the many 
penalties. Among these the following may be recalled: (1) an intent to 
evade under subsection 145(b) may be proven by the commission of 
other similar acts of evasion, but a fraudulent intent may not be so proved 
under subsection 293(b); (2) the appropriation of corporate funds by 
officers who own part of the corporate stock has been held to be a con- 
structive dividend under subsection 145(b) but not under subsection 
293(b) ; and (3) in principle, errors of law which a reasonable person is 
capable of making are not negligent under subsection 293(a), but such 
errors do not constitute a reasonable cause for failing to file a timely 
return under section 291. Still, no attempt limited to a mere effort to 
amend various sections to cover specific inconsistencies which have al- 
ready developed will be satisfactory. What is required is a complete 
revamping of the criminal and civil penalties into a unitary, consistent 
pattern. 








Upstream Debts In Section 112(b)(6) 
Liquidations 
HERMAN STUETZER, JR. 


Pasennsie much has been written on the subject of liquidations under 
section 112(b)(6) of the Internal Revenue Code, there appears to be a 
paucity of material concerning the tax treatment on such a liquidation of 
debts owed by a subsidiary to its parent.* Possibly this has been due to a 
mistaken conception that no real problems existed which had not already 
been settled by unquestioned judicial decisions. But this feeling should 
now be dispelled by two recent decisions which etch in bold outline some 
of the problems always latent in such situations. Hence a review of this 
subject, with emphasis on the recent provocative decisions, is timely.’ 


HERMAN STUETZER, JR., member of the New York and Massachusetts Bars, is asso- 
ciated with the Boston office of Lybrand, Ross Bros. & Montgomery. He is lecturer on 
corporate and tax accounting at Northeastern University Law School, and has lectured 
on taxation at The Boston Tax Forum and The American Institute of Banking. He is 
the author of Embezzlement Losses: Time for Deduction, 4 Tax L. Rev. 195 (1949). 


1 A comprehensive but not exhaustive list of material on liquidations under §112(b) (6) 
follows: Howard O. Colgan, Jr. and Robert T. Molloy, Tax Free Liquidations of 
Corporate Subsidiaries under Section 112(b)(6) of the Internal Revenue Code, 4 Tax 
L. Rev. 305 (1949), a broad coverage of the section which does contain (at 322 et seq.) 
some discussion of the topic of this article, but is concerned primarily wit the ques- 
tion of whether the parent had made a loan or equity investment and the nature of 
any resultant loss; John A. Busterud, The Liquidation of Subsidiaries under Section 
112(b) (6), 58 Yate L. J. 1050 (1949), also a general article, touching only briefly 
(at 1060 et seg.) on the topic of this article; Francis X. Mannix, Liquidation of Newly 
Acquired Subsidiaries, 26 Taxes 1112 (1948), which discusses the basis question; David 
Stock, Purchase and Sale of a Corporate Business, 27 Taxes 627 (1949), with comment 
on said article by Francis X. Mannix, 27 Taxes 770 (1949) ; Norris Darrell, Corporate 
Reorganizations and Readjustments in Practistnc Law InstiITUTE MonocraPH 34-35; 
Norris Darrell, Corporate Liquidations and the Federal Income Tax, 89 U. or Pa. L. 
Rev. 907 (1941), a general article containing some discussion of §112(b)(6) problems 
(at 926 et seq.) ; for textual discussion of §112(b) (6) and the problem of this article, see 
MonTGOMERY, FEDERAL TAXES, CORPORATIONS AND PARTNERSHIPS 226-233 (particularly 
230), 337-339 (Vol. I, 1948-49 ed.). 

2 This article does not purport to cover the problem of the elimination in a §112(b) (6) 
liquidation of debts running from the parent to the subsidiary, the converse of the situation 
discussed herein. This converse situation, on which there is little, if any, judicial 
authority, is discussed briefly by Norris Darrell in Practistnc Law Institute Mono- 
GRAPH, Corporate Reorganizations and Readjustments, 35, and in his Corporate Liquida- 
tions and the Federal Income Tax, 89 U. or Pa. L. Rev. 927, n. 106 (1941). In the 
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Not too many years after the enactment of section 112(b)(6),° as 
judicial time flies, the Board of Tax Appeals, in Edward Katzinger Co.,* 
was presented with the question whether a creditor-parent corporation was 
entitled to a bad debt deduction and a worthless stock loss on the complete 
liquidation of its insolvent debtor-subsidiary, where the liquidation other- 
wise fell within the definition of that section. On the liquidation, which 
occurred in 1936, the parent had received assets that were insufficient in 
value to satisfy the debts owing by the subsidiary. Consequently, the 
parent had claimed on its 1936 return both a bad debt deduction in the 
amount of the difference between the face amount of the debts and the 
value of the assets received, and a worthless stock loss in the amount of 
its basis for its subsidiary’s stock. The Commissioner had disallowed 
both deductions, basing his case entirely on the argument that the advances 
from the parent to the subsidiary from which the debts allegedly arose, 
had actually been contributions to capital and not advances creating debts. 
He claimed that on such a capital investment the parent could realize no 
loss in a section 112(b) (6) liquidation. The Board concluded, on the facts, 
that the amounts advanced by the parent to the subsidiary actually created 
debts and did not constitute contributions to capital. Having so concluded, 





latter, Darrell indicates that danger may exist if the subsidiary holds the parent’s obliga- 
tions at a basis of less than par, because either the obligations might constitute “property” 
received by the parent at the subsidiary’s basis, or on the other hand, the obligations 
might not constitute “property” received by the parent to which the non-recognition 
provisions of §112(b)(6) apply. Darrell points to the apparent taxability of gain in 
similar situations under Supplement R of the Internal Revenue Code; see Reg. 111, Sec. 
29.371-5. Undoubtedly this situation has been aggravated by Comm’r v. Jacobsen, 336 
U.S. 28 (1949), which would seem to create dangers for the parent regardless of the 
subsidiary’s basis for the parent’s debt. It is not beyond imagination that a court today 
might construe the elimination of the parent’s debt as a separate transaction which was 
no part of and prior to the liquidation. Under certain circumstances such an elimina- 
tion of a parent’s debt might be held to result in a taxable dividend to the parent. See 
Wiese v. Comm’r, 93 F.2d 921 (C.C.A.8th 1938), cert. denied, 304 U.S. 562 (1938), 
rehearing denied, 304 U.S. 589 (1938). But cf. Estate of Helen Gilmore, 40 B.T.A. 945 
(1939) Acq., 1940-1 Cum. Butt. 2, in which upon the facts therein stated, it was held 
that a decedent’s estate realized no taxable income because, upon the liquidation of an 
almost wholly-owned corporation, it received as one of the assets a debt due from the 
estate’s decedent to the corporation. See also Comm’r v. Kellogg, 119 F.2d 115 (C.C.A.9th 
1941), and MonTcoMErRy, FEDERAL TAXES, CORPORATIONS AND PARTNERSHIPS 28 (Vol. I, 
1948-49 ed.). 

3 Section 112(b) (6) first appeared as sec. 110(a) of the Revenue Act of 1935, which 
was retroactively superseded by sec. 112(b)(6) of the Revenue Act of 1936. In 1938 it 
became without change §$112(b)(6) of the Internal Revenue Code, and has so continued 
without change. 

444 B.T.A. 533 (1941) Nonacq., 1941-2 Cum. Butt. 20, Nonacq. withdrawn and Acq. 
issued, 1942-2 Cum. Butt. 11. 
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the Board allowed the bad debt deduction without any further discussion 
of section 112(b) (6), except to agree with the Commissioner that that 
section prevented the worthless stock loss, for which, as a matter of fact, 
the taxpayer had failed to argue in its brief to the Board.* 

Shortly thereafter the Board was presented with the same question in 
the now much better known case of H. G. Hill Stores, Inc.® In that case, 
although it is not entirely clear, it seems that the Commissioner advanced 
a two-pronged argument. First, he argued, as he had in the Katzinger 
case, that the advances by the parent to the subsidiary were actually con- 
tributions to capital and not loans. Secondly, he apparently claimed that 
no deduction of any type is allowable to a parent corporation on a section 
112(b) (6) liquidation. As to the first prong of his argument, the Com- 
missioner stipulated himself out of court by agreeing in the stipulation of 
facts that the advances created indebtedness. As to the second prong, the 
Board concluded that section 112(b) (6) did not apply to a sale or transfer 
of assets to a creditor, even though that creditor was the corporation’s 
principal stockholder, and even though the sale or transfer was part and 
parcel of what otherwise qualified as a section 112(b) (6) liquidation. 
Reasoning that a corporation’s debts must first be paid before anything 
can be distributed on liquidation to its stockholders, the Board concluded 
that the parent had received nothing on account of the subsidiary’s stock. 
Since it believed that some distribution on the stock was essential to bring 
section 112(b)(6) into play, the Board allowed both the net bad debt 
deduction and the worthless stock loss which had been claimed by the 
parent on its 1937 returns. As to the worthless stock, this represented a 
reversal by the Board of the position taken by it in the Katzinger case, 
although admittedly the taxpayer in that case had not pressed its claim for 
the stock loss. 

In the Hill Stores case, the minutes of the meeting of the directors of 
the subsidiary at which the liquidation was voted, specifically referred to 
a transfer of the assets for a “cancellation . . . of all indebtedness.” 
However, subsequently in Glenmore Distilleries Co.," a specific statement 
in directors’ minutes of the parent that the parent would “surrender its 
stock in the [subsidiary] for cancellation in exchange for the assets of 
[the subsidiary ],” did not dissuade the Board from allowing both a bad 


5 However, the Board of Tax Appeals reduced the taxpayer’s deductible bad debt 
by the losses of the subsidiary previously deducted on consolidated returns. The taxpayer 
appealed this issue, but the Seventh Circuit affirmed the Board of Tax Appeals, 129 F.2d 
74 (C.C.A.7th 1942). No other issue was involved on the appeal. 

8 44 B.T.A. 1182 (1941) Nonacq., 1941-2 Cum. Butt. 19, Nonacg. withdrawn and Acq. 
issued, 1942-2 Cum. Butt. 9. 

7 47 B.T.A. 213 (1942) Acq., 1942-2 Cum. Butt. 8. 
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debt deduction and a worthless stock loss, thus reaching a result similar 
to the Hill case on otherwise similar facts. In spite of the Commissioner’s 
protestations, the Board was not influenced by these minutes where the 
other records of the parent indicated that the assets received from the 
subsidiary were used to pay in part the debts due from the subsidiary to 
the parent, and that no assets were received on account of the stock. 
Although the Commissioner in 1942 issued acquiescences in the 
Katzinger and Hill Stores cases after withdrawing his initial non- 
acquiescences,® nevertheless he continued doggedly to disallow such bad 
debt deductions and worthless stock losses. However, a series of sub- 
sequent cases ® have since reached results similar to the result in the Hill 
Stores case on similar facts. This would seem to indicate that the principle 
of the Hill Stores case and related cases can now be said to be reasonably 
well established. Furthermore, a careful reading of section 112(b) (6) 
would seem to indicate that the principle is sound. Subdivision (C) of 
section 112(b)(6) says that a distribution to qualify under section 112 
(b)(6) must be “in complete cancellation or redemption of all its [the 
subsidiary’s] stock.” It is clear that a payment to a creditor is not in 
itself in cancellation or redemption of stock, even though that creditor is 
also the principal stockholder and even though the payment is contem- 
poraneous with the liquidation of the corporation and the cancellation of 
the stock.*® However, the principle of these cases, as developed by recent 





8 See notes 4 and 6 supra. 

® B. F. Sturtevant Co., 47 B.T.A. 464 (1942) Acq, 1942-2 Cum. Butt. 17; Iron Fireman 
Mfg. Co., 5 T.C. 452 (1945) Acq., 1945 Cum. Buti, 4; Western Cartridge Co., B.T.A. 
Memo. Dkts. 105,187 and 105,188. CCH Dec. 12,054 B, P—H [41,404 (1941), aff’d sub nom. 
Comm’r v. Winchester Repeating Arms Co., 134 F.2d 6 (C.C.A.7th 1943) but without 
mention of this issue; J. E. Boyd & Co., Inc., B.T.A. Memo. Dkt. 106,554. CCH Dec. 
12,507A, P-H 42,233 (1942) ; American Zinc, Lead & Smelting Co., 2 TCM 160 (1943) ; 
Fairbanks, Morse & Co. v. Harrison, 63 F. Supp. 495 (N. D. Ill. 1945). The Government 
has not always been unsuccessful in §112(b)(6) cases in claiming that alleged bad 
debts of a subsidiary were in fact contributions to capital and hence could not be the 
subject of deductions. See Woodward Iron Co. v. United States, 59 F. Supp. 54 (N. D. 
Ala. 1945). For a discussion of the general topic of debts versus capital, see Levy and 
Simonds, Shareholder Advances: Loans or Capital Contributions, 25 Taxes 127 (1947). 
In J. E. Boyd & Co., Inc., supra, a worthless stock loss was allowed as to one of two 
subsidiaries, even though no debts to the parent existed, where the subsidiary’s assets were 
less than its debts to outsiders. 

10 The soundness of the basic principle of the Hill Stores and related cases is in no 
way affected by the ubiquitous and frequently difficult question of whether a parent's 
investment in its subsidiary is debt or capital. This is purely a factual question which 
should be, and regularly has been, decided by the courts first. Furthermore, the ratio 
of debt to equity is not alone determinative of this factual question as is evident from the 
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decisions, has now given rise to other problems, some of which bedevil 
the taxpayer and others the Commissioner. 

One of the two recent decisions which emphasize the problems latent in 
this field is Houston Natural Gas Corp. v. Commissioner.’ In that case 
the taxpayer was the admitted transferee of another corporation which, 
as a parent corporation, had acquired by purchases from outsiders bonds 
of its subsidiaries at a cost less than par. The subsidiaries were solvent, 
and on their liquidation in 1940, the parent received assets exceeding in 
value the face amount of the bonds. The Commissioner claimed that the 
parent corporation realized taxable income in 1940 to the extent of the 
difference between the parent’s basis for the bonds and their face amount. 
In both the Tax Court and the Circuit Court of Appeals for the Fifth 
Circuit the Commissioner was sustained. 

The decision should not have been a surprise,’* since it seems to be a 
logical extension of the principle of the Hill Stores and related cases. If 
those cases are correct in interpreting section 112(b) (6) so that a pay- 
ment to a creditor parent on a subsidiary’s debt rather than on its stock 
is not under section 112(b) (6) even though made in connection with the 
type of liquidation contemplated by that section, then Houston Natural 
Gas Corp. would also seem to be correct.** It seems immaterial that all the 


2 


figures in the following table. In all of these cases, except Woodward Iron Co., supra 
note 9, the alleged debt was found to be actually debt. 


Excess of Equity 
Debt to debt over investment 
parent at assets (worthless 
, liquidation received stock loss) 
Edward Katzinger Co., supra notes 4 and 5......... $63,809.91 $28,950.06 $1,000.00 
H. G. Hill Stores, Inc., supra note 6............... 131,934.29 110,545.92 4,900.00 
Glenmore Distilleries Co., supra note 7............. 131,457.72 80,810.56 1,000.00 
Iron Fireman Mfg. Co., supra note 9.............. 308,219.76 42,268.92 20,000.00 
Western Cartridge Co., supra note 9.............. Not stated 39,999.71 1,000.00 
J. E. Boyd & Co., Inc., supra note 9............005. 13,500.00 7,800.00 2,000.00 
American Zinc, Lead & Smelting Co., supra note 9.. 100,000.00 53,737.03 1.00 
Fairbanks, Morse & Co. v. Harrison, supra note 9f Notstated 121,356.63 7,110.00 
(involving two subsidiaries) ...............eee0- Not stated 478,506.00 24,200.00 
Woodward Iron Co. v. United States, supra note 9f 265,055.50 185,367.21 5,000.00 
(involving two subsidiaries) ............eeeeeee 165,779.52 36,398.45 3,000.00 


The figures in the second column do not necessarily represent the final deduction, since 
they do not take into consideration any reduction because of net operating losses of the 
the subsidiary previously deducted on consolidated returns. The figures for J. E. Boyd 
& Co., Inc., supra note 9, do not include the worthless stock loss of $9,716.93 for the 
second subsidiary, which owed no debt to the parent. 

119 T.C. 570 (1947), aff’d, 173 F.2d 461 (C.C.A.5th 1949). 

12 The decision in Harriet Aldrich, 1 T.C. 602 (1943), though not involving a parent- 
subsidiary relationship, was such that it might have presaged the decision in Houston 
Natural Gas Corp., supra note 11. 

18 Jt is interesting to note that the Tax Court was unmoved by the taxpayer’s plea 
that the result reached would create “insuperable difficulties” in determining and segre- 
gating basis. On the other hand, see Norris Darrell, Corporate Liquidations and the 
Federal Income Tax, supra note 1, at 926, where Mr. Darrell indicated concern over 
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subsidiaries in the Hill Stores and related cases were insolvent while in 
Houston Natural Gas Corp. the subsidiaries were solvent. Although in- 
solvency of the subsidiaries in the Hill Stores and related cases possibly 
clarified the problems and made it easier for the Board to reach the results 
it did, that circumstance is no necessary part of the principle that a payment 
on a debt to a creditor parent is not a “distribution” under section 112 
(b)(6). The following quotation from page 574 of the Tax Court’s 
opinion makes this clear : 





Delaware’s subsidiaries were solvent, and hence discharge of their obliga- 
tions to the parent at par formed no basis for a deduction by the parent. But 
the principle of the cited decisions [Hill Stores and related cases] is not 
limited to transfers by insolvent subsidiaries ; it supports the general proposi- 
tion that a subsidiary’s transfer of all assets to a creditor parent is first 
applicable to a discharge of its indebtedness to the parent, and it operates with 
equal force to require the recognition of any gain realized by the parent from 
a full collection of such indebtedness. It is the excess of the assets’ value 
above indebtedness that constitutes a liquidating distribution, and the pro- 
visions of Section 112(b)(6) apply to that amount only. 


On the other hand, it would seem that the same result would have been 
reached in Houston Natural Gas Corp., if the value of the assets received 
by the creditor parent from the subsidiaries had exactly equalled the face 
amount of the bonds with nothing left for distribution on the stock. 
Furthermore, let us assume a situation where a subsidiary has two bond 
issues, one having priority over the other, with the parent holding all the 
bonds of both issues but the subsidiary having only enough assets to pay 
off the prior issue. If the parent’s basis for the prior issue is less than 
par, might not the parent under the Houston Natural Gas principle realize 
taxable income on the payment of that prior issue in a section 112(b) (6) 
liquidation, even though it receives nothing on the subordinate issue and 
nothing on the stock? As to these two latter items, would not the parent 
have a bad debt deduction and a worthless stock loss respectively? In 
addition, it seems that another facet of the Houston Natural Gas Corp. 
decision might permit a creditor parent to realize a loss on a section 
112(b) (6) liquidation of a solvent subsidiary if the parent held the 
subsidiary’s bonds at a basis above par. 

The discussion of Houston Natural Gas Corp. thus far has proceeded 
on the assumption that the case involved a simple situation where a parent 
had bought in bonds of its solvent subsidiaries at less than par and then 


the possibility of “complicated questions” under the original sec. 112(b) (6) basis pro- 
vision as contained in the Revenue Act of 1935, whereby a parent was in effect required 
to apportion to the assets received from its subsidiary, the basis which the parent had 
for the subsidiary’s stock subject to certain designated adjustments. 























1950] UPSTREAM DEBTS IN SECTION 112(b)(6) LiQUIDATIONS 205 


liquidated the subsidiaries, receiving assets valued at more than the face 
amount of the bonds. Unfortunately, the situation was not so simple. 
While it seems clear that the decision stands for the proposition that in 
such a simple situation the parent would realize gain on the liquidation 
to the extent of the difference between the basis and the face amount of 
the bonds,** nevertheless, it must be recognized that the facts as well as 
the opinions of both the Tax Court and the Circuit Court of Appeals are 
very confused and confusing. Resultantly, although the decision might 
well have rested upon the simple proposition indicated, still it actually may 
have been alternatively bottomed on another theory with a more dangerous 
implication. 

The confusion in the facts centers about the exact status of the bonds 
of the subsidiaries. It seems clear that the parent, apparently prior to the 
liquidation, had pledged these bonds together with the stock of the sub- 
sidiaries to a trust company under a trust indenture as security for its 
own bonds. It is also clear that, at least contemporaneously with the receipt 
of the assets of the subsidiaries, the parent assumed liability for the pay- 
ment of the subsidiaries’ bonds, which actually were not cancelled until 
four months later. But it is not clear whether or not the parent had 
actually assumed the liability on these bonds at some date considerably 
earlier than the liquidation. 

This question of fact is important because both the Tax Court and 
the Circuit Court of Appeals refer to the cancellation of indebtedness 
principle as at least an additional justification for finding that the parent 
had realized taxable income.’® How the cancellation of indebtedness 
principle is applicable to the case is difficult to comprehend. If the lia- 
bility on the bonds of the subsidiaries was not assumed by the parent until 
the liquidation, then it would seem that the principle should not be 
applicable at all, because no debt of the parent was involved. On the 


14 As for the Tax Court, see the quotation supra from page 574 of its opinion. As 
for the Circuit Court, the following quotation from its opinion establishes this proposition 
(173 F.2d 461, 462): “For the reasons that it gave, we think the Tax Court was right. 
If the bonds had been paid off before, and not as part of, the liquidation, no one would 
doubt that there would have been a gain in the amount of the discount at which they 
were purchased, indeed petitioner would not contend differently. We are in no more 
doubt that the fact that they were paid off in connection with the liquidation in no manner 
changes the picture. In each case, though the form of the transaction would be different, 
the fact of it would be that bonds bought for less than their face were paid off at face, 
the net assets remaining were exchanged in liquidation for the stock.” 

15 Both Courts cited the familiar United States v. Kirby Lumber Co., 284 U.S. 1 
(1931) as well as Helvering v. American Chicle Co., 291 U.S. 426 (1934), which latter 
case held that the Kirby Lumber Co. principle resulted in taxable income to a corpora- 
tion when it purchased at less than par bonds of another corporation which it had 
earlier assumed at the time that it had acquired the subsidiary’s assets. The Circuit 
Court of Appeals also cited Comm’r v. Jacobsen, supra note 2. 








206 TAX LAW REVIEW [Vol. 5: 


other hand, if the liability was assumed prior to the liquidation and prior 
to the time the parent acquired the subsidiary’s bonds, then it would seem 
that the parent realized income when it acquired at less than par the bonds 
upon which it was liable, rather than at the later date when the liquidation 
occurred.” 

The most dangerous implication in the decision is contingent upon this 
question, t.e., when did the parent assume the liability on the bonds of 
the subsidiaries. If the parent in this case had no liability on the bonds 
until the liquidation, then this decision may very well stand for a broad 
general proposition that a parent corporation, quite independently of any 
liquidation, realizes income at any time that it buys in at less than par the 
bonds of its wholly-owned subsidiary (or even proportionately as to a 
partially-owned subsidiary) even though it has assumed no liability on 
such bonds. If the subsidiary were solvent, such a purchase might be said 
to produce economic benefit to the parent because of the potential face 
value redemption of the bonds. Economic benefit might be realized some- 
what similarly even if the subsidiary were insolvent, the amount of the 
economic benefit being dependent on the extent of the insolvency. How- 
ever, it should be emphasized that this theory, although it is certainly 
not beyond the realm of judicial reasoning, is only an implication in the 
decision. It is nowhere clearly spelled out in either the Tax Court’s or 
the Circuit Court’s opinion.’ Furthermore, if the facts actually were 
that the parent assumed liability on the bonds at some time prior to the 
liquidation, then the decision goes no further in this respect than Helvering 
v. American Chicle Co.** 

The second of the two recent decisions which bring out the dangers 


16 This view is expressed by Judge Lee in his dissenting opinion in the decision of the 
Circuit Court of Appeals. See also Helvering v. American Chicle Co., supra note 15. 

17 Probably the closest approach to a direct statement of this theory is found in the 
following language from the dissenting opinion of Judge Lee of the Circuit Court of 
Appeals (173 F.2d 461, 463) : 


“Delaware acquired most of the bonds from the subsidiaries upon original issue at a 
discount from par some time between 1928 and 1938, and by July 31, 1940, it owned all 
the bonds of the subsidiaries, upon which the aggregate discount amounted to $310,918.80. 
The profit, that is, the difference between the face value and the purchase price, or the 
discount would be taxable in the year in which the purchase of the specific bond took 
place, rather than, as decided by the majority, in the year when the final merger of 
the bonds and their security into one corporation took place. 

“At all times the subsidiaries were wholly owned by Delaware, and, except for the 
patently manufactured intricacies of the holding-company scheme, Delaware was, in fact, 
the hub of a single enterprise, composed of itself and its subsidiaries. The landmark case 
in this field is United States v. Kirby Lumber Company, 284 U.S. 1 (supra). There the 
Supreme Court held that purchase by a corporation, at discount, of its own bonds 
issued at par resulted in income taxable in the year the purchase was made. The doctrine 
of the Kirby case was expanded in Helvering v. American Chicle Company, 291 U.S. 426 
(supra), wherein a corporation which received the assets of another and assumed the 
obligation of the other’s bonds was held taxable for income in the amount of the discount 
at which they later acquired some of the bonds.” 

18 Supra note 15. 
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in these situations, is Northern Coal & Dock Co.** The taxpayer in that 
case, a wholly-owned insolvent subsidiary, was indebted to its parent cor- 
poration to the extent of approximately $1,000,000 on open account for 
coal purchased, and to the extent of approximately $500,000 for debenture 
notes. In 1944 the parent took over all the assets of the subsidiary in 
what the Tax Court assumed to be an otherwise section 112(b) (6) 
liquidation, and applied them first to the open account and then to the 
notes. The assets so applied had a higher basis to the subsidiary than their 
then value, and as a result the subsidiary claimed a loss.*” The Com- 
missioner disallowed the loss on the theory that section 112(b) (6) pre- 
vented its recognition.» The Tax Court allowed the loss, deciding in 
favor of the taxpayer on two grounds. First, the Court pointed out that 
section 112(b)(6) is specifically limited to the receipt by a corporation 
of property on a liquidation, and hence does not apply to the distributing 
corporation. Secondly, the Court stated that the assets were not dis- 
tributed in liquidation but were transferred as a credit against a debt. As 
to its first point, it is clear that the Court read the statute correctly.” But 
independently of the second point, it is difficult to see what section 
112(b) (6) has to do with the situation. 

Section 29.22(a)-20 of the Commissioner’s own regulation 111 still 
states : 
No gain or loss is realized by a corporation from the mere distribution of its 


assets in kind in partial or complete liquidation, however they may have 
appreciated or depreciated in value since their acquisition.** 


Thus, if the distribution had actually been in liquidation on account of 


stock regardless of whether or not the liquidation qualified under section 


1912 T.C. 42 (1949) Acq., 1949 Int. Rev. Buty. No. 12 at 1. 

20 Non-capital assets were involved, and hence the loss was an ordinary loss. Further- 
more, net operating loss carry-backs resulted. Obviously, this would not always neces- 
sarily be the case, but foresight and planning in the assets used to satisfy the debt, would 
be helpful to achieve this result. 

21Jt is interesting to note the chameleon-like performance of both the Commissioner 
and the taxpayers in this field. In the Hill Stores and related cases, the Commissioner 
vehemently contended that §112(b) (6) prevented the recognition of gain or loss, while 
the taxpayers claimed it did not, but in Houston Natural Gas the Commissioner and the 
taxpayer reversed their positions. Here, in Northern Coal and Dock, we find the ad- 
versaries back in the same corners they originally occupied in the Hill Stores and 
related cases. 

22 The opening clause of §112(b) (6) reads as follows: “No gain or loss shall be recog- 
nized upon the receipt by a corporation of property distributed in complete liquidation 
of another corporation.” (italics added) 

23 Instalment obligations are of course excepted from this provision. At least one writer 
feels that the corresponding predecessor of this provision may have acquired the force 
of law because of its long standing through repeated reenactment of the revenue laws, 
Norris Darrell, Corporate Liquidations and the Federal Income Tax, supra note 1, at 920 
et seq., n. 70. 
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112(b) (6), the Commissioner need have cited only the above provision of 
his own regulations to give the Court justification for disallowing the 
loss.** Hence, the real issue in the case was simply whether the assets were 
distributed in liquidation on account of stock, or transferred in satis- 
faction of debts. This is the issue that rightly received most consideration 
from the Court, which cited the Hill Stores and related cases, as well as 
Houston Natural Gas Corp.,.in support. of its conclusions. These cases, 
of course, do stand for the principle that upon a corporate liquidation 
debts must be satisfied prior to the making of any distributions on liquida- 
tion, but because these cases also involved section 112(b) (6), they be- 
clouded the issue in the instant case. It is submitted, therefore, that this 
decision is correct and that the same result would and should have been 
reached quite independently of section 112(b) (6). 

It is obvious that the Northern Coal & Dock Co. case has extensive 
potential ramifications. Actually the taxpayer in the case was insolvent, 
but this appears not to have been essential to the decision. It would seem 
that a similar result would have been reached even if the taxpayer had 
been solvent, because a portion of the assets would still have been first 
app.ied in satisfaction of debts. Furthermore, if the taxpayer had trans- 
ferred high-value low-basis assets under similar circumstances, it would 
have realized a taxable gain, and this would seem to have been true 
whether the taxpayer had been solvent or insolvent.” 

The common denominator of all the cases discussed in this article is that 
on any corporate liquidation, whether or not in conformity with section 


24 See J.T.S. Brown’s Son Co., 10 T.C. 840 (1948) Acq., 1948-2 Cum. Buu. 1. But 
if the instant case had been in the Second Circuit the Commissioner might well have 
doubted whether sec. 29.22(a)-20 of his own regulations would have afforded him a 
reliable argument against the loss. Fairfield Steamship Co., 157 F.2d 321 (C.C.A.2d 
1946) and Comm’r v. Transport Trading & Terminal Corporation, 176 F.2d 570 (C.C.A.2d 
1949) are both cases the facts of which bear some similarity to Comm’r v. Court Holding 
Co., 324 U.S. 331 (1945) and which might well have been decided on similar principles. 
But in the opinion in each case, Judge Learned Hand uses dangerous and startling 
language, which could easily be stretched to justify the recognition of gain or loss to a 
corporation on the distribution in liquidation of its assets in kind under certain 
circumstances. 

25 While probably within the realm of fortuitous coincidence, an interesting result 
which, given the proper facts, could flow from a combination of the principles of Northern 
Coal and Dock Co. and Hill Stores cases, would be the double allowance on an other- 
wise §112(b) (6) liquidation of what would appear to be the same loss. This could 
occur where a parent corporation had loaned $100,000 to its wholly-owned subsidiary 
which invested the money in a piece of real estate. After the real estate had declined 
in value to $10,000, the subsidiary liquidated under §112(b) (6). If all other assets were 
used to pay other creditors, and the creditor parent took over the real estate in kind, 
the subsidiary would have a $90,000 loss, and the parent would have a $90,000 bad debt 
deduction as well as a worthless stock loss. This seems to be dubious justice of the 
Court Holding Company variety, which the Commissioner may well deserve. 
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112(b) (6), assets must first be transferred in satisfaction of debts before 
any distributions in liquidation on account of the corporate stock can be 
made. This underlying principle is not altered if the holder of the debts 
happens to be a parent corporation in a section 112(b) (6) liquidation. 
From the Northern Coal & Dock and the Hill Stores cases, it is clear that 
the application of the principle can frequently produce beneficial loss 
deductions for taxpayers. On the other hand, its application can just as 
often result in costly taxable income, as happened in Houston Natural 
Gas Corp., and as might have happened in Northern Coal & Dock Co. 
if the assets had been high-value low-basis assets instead of the converse 
thereof. In addition, there is the extremely dangerous implication in 
Houston Natural Gas Corp. that the mere purchase by a parent corpora- 
tion of its subsidiary’s bonds at less than par results in taxable income. 

Against the operation of this implication, if it is ever transformed into 
a more clearly stated threat, there seems to be no safeguard. On the other 
hand, some help may possibly be available in situations involving the 
simpler proposition in Houston Natural Gas Corp. (that gain results to 
a parent corporation in a section 112(b)(6) liquidation from the pay- 
ment at par of debts of the subsidiary held by the parent corporation at a 
basis of less than par). One method to attempt to avoid such gain would 
be for the creditor parent to forgive the debt prior to liquidation. Section 
29.22(a)-13 of regulation 111 still says that “in general” the gratuitous 
forgiveness by a shareholder of a debt of the corporation constitutes a 
contribution to the capital of the corporation to the extent of the principal 
of the debt. While Commissioner v. Jacobsen * may well make it difficult 
to forgive a debt gratuitously in any case, still the subsidiary can protect 
itself against any danger of income from the cancellation by reducing its 
basis pursuant to the election under sections 22(b) (9) *’ and 113(b) (3) 
of the Internal Revenue Code, although this would produce in turn a 
lower basis to the parent of any of the remaining assets which it might 
receive in the liquidation on account of the subsidiary’s stock. On the 
other hand, contributing the debt to the capital of the subsidiary probably 
would be vigorously assailed by the Commissioner, who would seck to 
have it disregarded, using as arguments his usual clichés of “sham,” ‘“‘no 
business purpose,” or “part of the entire transaction.” 

As an alternative method of attempting to avoid such gain, the bonds 
of the subsidiary might be exchanged for stock on a recapitalization prior 
to the liquidation. But such an exchange would seem to be extremely 


26 Supra note 2. 

27 This protection would be available only if the debt were evidenced by a “security” 
as defined in sec. 22(b) (9). Section 3 of Pub. L. No. 271, 81st Cong., Ist Sess. (Aug. 27, 
1949) has extended the time limit under sec. 22(b) (9) to December 31, 1950. 
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vulnerable under today’s decisions,** and hence could probably not be 
considered a dependable mode of relief. Possibly more comfort can be 
given to taxpayers faced with a gain from the converse of the situation 
in Northern Coal & Dock Co. If such a liquidating corporation has 
nothing but high-value low-basis assets with which to pay the debts due 
its parent or others, it could obtain cash in the amount of the debts by 
selling more stock to its parent. This cash could then be used to pay off 
the debts and the other assets could be distributed on the stock in the 
section 112(b)(6) liquidation. While immunity from attack by the 
Commissioner is almost too much to expect today, nevertheless, the steps 
outlined constitute a legitimate corporate procedure which, it would seem, 
should achieve the desired result of avoiding taxable income to a liquidating 
corporation in the given circumstances. 


28 Bazley v. Comm’r, 331 U.S. 737 (1947) ; Gregory v. Helvering, 293 U.S. 465 (1935). 








Tax Consequences Of The Net Operating 
Loss Deduction 
DAVID SUSSER 


b net operating loss question is now a matter of timely interest and 
importance. Our country is finally in the midst of the last stage of a 
prolonged reconversion period. As a consequence, the probabilities of 
losses and business failures will become more acute. Although a small 
number of failures will generally not be serious enough to affect the 
whole economy, a greater number of failures may culminate in a costly 
depression.* Therefore, a review of existing practices should indicate 
tax policies to cope with conditions that may mean the difference between 
continued prosperity and depression. 


I. ScoPpE AND PURPOSE 


Business has greatly benefited from the existence of the net operating 
loss deduction provisions * in our tax structure. Basically, our system of 
doing business advocates and encourages new ventures. New concerns 
create new products, employment, and the possibility of reduced prices on 
competitive products. But new ventures are generally very unstable, 
especially during the initial years of their existence.* The possibility of 
incurring operating losses in introducing new products or competing 
against established firms is very great. To overcome this disadvantage and 
make investments in new concerns less precarious, the net operating loss 
provisions permit such losses to be offset against prior and future taxable 
income.* 


Davin Susser (B.B.A., City College; LL.B., St. John’s University Law School; 
J.S.D., Brooklyn Law School) is a member of the New York Bar and former editorial 
adviser of Prentice-Hall, Inc. 


1 Dr. Louis H. Bean, noted economist, estimated that the loss of national income between 
1929 and 1938 was $293 billions. 

2 Sec. 122 (added by sec. 211 of the Revenue Act of 1939), as amended by secs. 105, 
150, and 153 of the Revenue Act of 1942. 

8 A survey of 4,381 business failures in 1948 among retail, wholesale, and manufacturing 
establishments indicates that 69% of the failures were of concerns established since 1945; 
28.1% since 1947. Dun & Bradstreet, Business Information Division, April, 1949. 

4 The Revenue Act of 1918 inaugurated this relief procedure. This was the first attempt 
to average out or offset the loss tax years with the profitable ones. Thus, for the first 
time a taxpayer was permitted to carry back current losses against the income of the prior 
year, and if there was any loss balance, it could be carried over and deducted from the 
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Secondly, it is commonly said that the Government is a partner in the 
affairs of business. This is certainly true when the business earns a 
profit ; to a much more limited extent, it shares losses too. The possibility 
of recouping part of such losses from the Government by way of the 
carry-back and carry-forward offsets® will in many cases enable 
faltering companies to continue in operation. In addition, these offsets 
contribute to cyclical stability. Business expenditures do not have to be 
so severely restricted in loss years, because business managers are less 
fearful of making expenditures if they know that such costs may be offset 
against taxable income of prior and future years. 

The carry-back provisions have also served as a reserve for reconversion 
losses. During the war considerable pressure was exerted by business to 
permit the deduction of reconversion reserves. Businessmen urged that 
wartime income could not be correctly determined unless postwar expendi- 
tures attributable to wartime income were taken into account. Congress 
declined to allow a deduction for reserves. Instead, it enacted the carry- 
back provisions as part of the 1942 Revenue Act.® 

Finally, our tax system has been criticized as having a discriminatory 
effect on businesses that have not developed to the level of uniformly 
sound and profitable operations. Critics claim that businesses that have 
fluctuating incomes are not able to deduct all expenses of earning income. 
To this extent, the tax on net incomes becomes in part a tax on capital. 
Furthermore, incomes of such businesses are subjected to higher taxes 
than incomes of businesses with steady incomes. The relief afforded by 
the net operating loss offsets plays a vital part in the year to year determi- 
nation of net income and the avoidance of taxing capital as income. 





II. SIGNIFICANCE OF SECTION 122 ADJUSTMENTS 


Anyone who has ever had to compute and apply the net operating loss 
deduction is fully aware of its complexities. However, much of the con- 


income of the succeeding year. The carry-back and carry-forward provisions have been 
revised periodically and are now being studied by the Congressional and Treasury 
committees for further amendment. 

5 For example, in 1943 and 1944, the taxpayer showed a net income (after adjustments) of 
$1,500 and $5,000, respectively. In 1945 a net operating loss of $2,500 was sustained. The 
taxpayer must carry the net operating loss deduction back two years. The $2,500 loss will 
reduce the 1943 net income to zero, and the 1944 net income to $4,000. If, in addition, the 
taxpayer sustained a $7,000 loss in 1946, he may carry it back to 1944 and thereby eliminate 
the $4,000 net income. Since 1945 showed a net operating loss of $2,500, the balance of 
the 1946 loss ($3,000) may be carried forward and applied against 1947 net income, if any. 

6 The purpose of enacting the carry-back provisions was twofold. In addition to aver- 
aging income, it served as a means of providing reconversion reserves to take care of 
the difficult problem of allocating war-caused postwar expenditures against wartime 
income. Hearings before Senate Finance Committee on Sen, Rep. No. 1631, 77th Cong., 
2d Sess. 51-2 (1942). 
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fusion may be reduced by a general understanding of the significance of 
the adjustments prescribed in section 122. 

Under existing law the determination of a net operating loss or the 
loss offset deduction will not be effected until a “true economic” loss has 
been sustained. For example, an examination of a taxpayer’s return 
shows a gross income of $50,000 and deductions of $75,000, and that 
he received wholly exempt interest of $10,000 during the year. The 
income tax net loss was $25,000, but the economic loss is $10,000 less 
because of the receipt of tax-exempt interest. Therefore, the net operat- 
ing loss for the year is $15,000 only. It is not the excess of the deductions 
over total income, but such excess reduced by the amount of interest which 
is ordinarily excluded from the calculation of taxable income, that is 
counted as a loss for the purpose of offsetting income of another year. 
Taxwise, the loss represents the excess of allowable deductions over the 
statutory gross income plus interest from tax-exempt securities. In addi- 
tion, individuals must include the full 100 per cent of the net long-term 
capital gains, and corporations must include inter-corporate dividends at 
100 per cent instead of 15 per cent used in the ordinary computation of 
corporate taxable income. Finally, the income of the years to which the 
loss is carried or is claimed as a deduction is similarly adjusted. 

The “true economic” concept is not applied with complete consistence. 
It omits such exempt items as the recovery of bad debts, taxes, receipts 
from life insurance, military pay and allowances, the surtax exemption 
for certain preferred dividend payments of public utilities, and other 
similar exemptions. On the other hand, the total income is overstated by 
the non-deduction of capital losses in excess of capital gains, and certain 
expenses deemed extraordinary, unnecessary, or otherwise non-deductible. 

Critics of the “true economic” concept contend that the loss should be 
determined in the same way taxable income is determined. They argue 
that it is inconsistent to grant a concession to such items as interest from 
exempt securities, long-term capital gains, inter-corporate dividends, and 
percentage depletion, in computing annual taxable income and not to 
permit the same advantage in determining income over a longer period of 
time. It is apparent that such concessions lead to inequities between tax- 
payers with fluctuating and those with stable incomes. For example, 
where two competing mining companies have equivalent production and 
income over a period of time, one may be denied percentage depletion 
where the other will obtain it. Or, of two corporations each receiving 
the same amount of dividends from domestic companies, one must include 
100 per cent of the dividends as taxable income where the other need 
include 15 per cent only. It is argued that the existing system does not 
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define and tax net income over a period of time so as to accord truly equal 
treatment to taxpayers. 

The House of Representatives has already recognized the defects in the 
“true economic” concept. On June 19, 1948, in passing the Revenue 
Revision Bill of 1948, it rejected this concept as the basis of the net 
operating loss provisions, and substantially adopted the proposition that 
an operating loss should be determined in the same manner as taxable 
income. However, Congress adjourned the same week without any Senate 
action on the bill. 


III. TEcHNICAL ASPECTS OF THE NET OPERATING Loss DEDUCTION 


As noted before, the computation and application of the net operating 
loss provisions are very cumbersome. The difficulties become more ap- 
parent when one attempts to study their consequences. Some of the 
questions that will now be analyzed are (a) the types of losses that may 
be deducted, (b) under what operating circumstances, (c) what is the 
significance of the “same taxpayer” requirement, (d) is this requirement 
desirable or should it be modified, (e) are the net operating loss limita- 
tions uniformly applied to different classes of taxpayers, (f) what are 
the limitations of section 129 in checking loopholes that might arise in 
net operating loss transactions, (g) what are the effects of liquidation on 
the loss offset provisions, and (h) are interest assessments on deficiencies 
wiped out by possible carry-backs. 

(a) Business losses v. non-business losses." All of the Revenue Acts 
have provided in one form or another for the deduction of the “ordinary 
and necessary expenses paid or incurred in carrying on a trade or busi- 
ness.”” Whether an activity of the taxpayer amounts to the “carrying on 
of a trade or business” requires an examination of the facts in each case. 
No regulation or Treasury decision has ever defined this term and most 
of the courts have avoided giving it any definition or formula.® 


7 Important among the adjustments required in the computation of the net operating 
loss are: (a) business capital losses may not exceed business capital gains and that 
part of the excess of non-business capital gains over non-business capital losses not 
used in (c) below; (b) non-capital losses may not exceed non-business capital gains; 
(c) ordinary non-business deductions may not exceed ordinary non-business gross 
income and the excess of non-business gains over non-business capital losses. Reg. 111, 
Sec. 29.122-3(a) (5) (6) (7). 

8In Flint v. Stone Tracy Co., 220 U.S.107, 171 (1910), the Supreme Court defined 
a business as that “... which occupies the time, attention and labor of men for the 
purpose of a livelihood or profit.” See also Deering v. Blair, 23 F.2d 975 (App. D. C. 
1927). Since most corporations are unquestionably organized for business purposes, 
lack of the profit motive as a ground for disallowance is likely to occur only in cases 
where the property of the corporation is operated solely for the pleasure and recreation of 
its stockholders. Savarona Ship Corp., 1 TCM 89 (1942) ; Black Dome Corp., 5 TCM 
455 (1946). ‘ 













































1950] TAX CONSEQUENCES OF THE NET OPERATING LOSS DEDUCTION 215 


Prior to 1942 a considerable amount of litigation existed regarding the 
status of individuals and fiduciaries as being engaged in a “trade or 
business.” In Higgins v. Commissioner ® the Supreme Court ruled that 
the management of a taxpayer’s own investments, no matter how large 
the estate or how continuous or extended the work required might be, 
did not as a matter of law constitute the carrying on of a trade or business. 
In another leading case,’ the Court held that the management of securities 
held in trust for another, like the management of one’s own securities, 
should be denied the status of a business. Because of the rigid interpreta- 
tion by the Court in these cases, Congress enacted the present section 
23(a) (2) as part of the Revenue Act of 1942." The regulations adopted 
in pursuance of this section prescribe the type of non-business expenditures 
that are now deductible.” 

Significant in the application of section 23(a)(2) is the issue of its 
relation to section 23(a)(1).’* Construction of this issue is found in 
McDonald v. Commissioner, relating to the deductibility of state election 
campaign expenses. In a 5 to 4 decision the majority of the Supreme 
Court held that the amendment of 1942 merely enlarged the category of 
incomes with reference to which expenses were deductible. It did not en- 
large the range of allowable deductions of “business expenses.” The 
minority view argued for the deduction of all non-personal expenses that 
are ordinary and necessary in the taxpayer’s efforts to produce income. It 
seems discriminatory to restrict them to types of expenses that would 
ordinarily be deductible as “business” expenses. However, in other court 
actions the decisions have not deviated from the majority construction. 
It is doubtful they will change without further legislative action. 

Application of regulation 111, section 29.122-3(a)(7) in the net 
operating loss computation of an individual taxpayer results in a further 
discrimination. This adjustment limits his non-business deductions to an 


® 312 U.S. 212 (1941), affirming 111 F.2d 795 (C.C.A.2d 1940), affirming 39 B.T.A. 
1005 (1939). 

10 City Bank Farmers Trust Co. v. Helvering, 313 U.S. 121 (1941), affirming 112 
F.2d 457 (C.C.A.2d 1940), affirming 39 B.T.A. 29 (1939). Sce also United States v. 
Pyne, 313 U.S. 127, 132 (1941), where the Court conceded that while it is not impossible 
for an executor to be actively engaged in carrying on a business “. . . it cannot be said 
as a matter of law that an executor comes into this category merely because he con- 
serves the estate by marshalling and gathering the assets as a mere conduit for ultimate 
distribution.” 

11 Sec. 121 of the Revenue Act of 1942, 77th Cong., 2d Sess. (1942). 

12 Reg. 111, Sec. 29.23(a)-15. Typical items include safe deposit box rentals, custodian 
fees, trustees fees and commissions, clerical help, fees for services of counsel, etc. 

18H. R. Rep. No. 2333, 77th Cong., 2d Sess. 75 (1942). 

14 323 U.S. 57 (1944). 
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amount not in excess of his non-business gross income plus the excess 
of non-business capital gains over non-business capital losses. 

The consequences of this limitation become clearly evident when we 
examine the casualty loss deduction as part of the net operating loss. The 
statute ** allows a deduction for a loss of property “not connected with 
the trade or business,” if the loss arises from fire, storm, shipwreck, or 
other casualty. A deduction is allowed if the casualty is the result of a 
sudden, unexpected or unusual cause. For example, in 1947 and 1948, 
substantial casualty losses were sustained by farmers, businesses, and 
individuals in Florida, New England, New York, and Texas as a result 
of an unprecedented series of storms, hurricanes, fires, blizzards or 
explosions. 

Normally, the loss is deductible by all taxpayers in the year of the 
casualty, even if the taxpayer does not intend to restore or repair the 
property. I.T. 1808 *° provides that a casualty loss to business property 
should be included in determining whether the taxpayer sustained a net 
operating loss. Any unexpended balance of the loss may then be offset as 
a carry-back and carry-forward deduction. Taxpayers can take advantage 
of these offset provisions if the casualty loss affected their business 
property. Taxpayers who sustained similar losses but: who were not 
engaged in a trade or business, are precluded from offsetting their losses 
except in the year in which the casualty occurs. It is clear that the effect 
of the casualty is equally disastrous to both types of taxpayers. Never- 
theless, one is given a tax advantage over the other. 

A recent study * by the technical staffs of the Treasury Department and 
the Joint Committee on Internal Revenue Taxation recognizes this type 
of inequity. It indicates that the tax base for tax assessment should be 
income received plus or minus changes in net worth. Taxpayers other than 
corporations must include the change in their net worth in their income 
for the period of assesment. Therefore, it seems reasonable to permit 
partners and individual proprietors to deduct losses from other income as 
long as all profits, whether distributed or not, are included in income. 
Furthermore, these losses should also be allowed as a deduction to be 
carried back or forward against the individual’s income. 

(b) What law controls. In computing the net operating loss the problem 
frequently presents itself whether to apply the law of the year in which 
the loss originates or the law of the year for which it may be used as a 
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deduction. On the surface this would seem to be a matter that could easily 
be determined. But such is not the case. The difficulty stems from the 
fact that a change in law due to a new Revenue Act may not clearly define 
the date that a particular provision is to become effective in relation to 
other operative provisions in the law. Since the net operating loss involves 
multiple statutory adjustments, the possibilities of being confronted with 
such difficulties seem to be more acute. 

In Moore, Inc.** the Court had to determine the proper treatment of 
capital gains and losses with respect to a net operating loss sustained in 
1941 and carried over to 1942. Under the 1942 Act all capital gains and 
losses are treated together. This resulted in a net operating loss which 
could be carried over from 1941 because the taxpayer was able to reduce 
the 1941 gross income by setting off short-term capital gains against long- 
term losses. Under 1941 law no such carry-over was possible, since the 
treatment of long-term and short-term capital gains and losses permitted 
the losses in each category to enter into the computation of the net 
operating loss only to the extent of gains in the same category. The Court 
held, “. . . in this and many other cases, when the carry over originated 
previous to December 31, 1941, although under the then law there was 
no net operating loss to be carried over, refiguring under the new law 
would produce a net loss which had not in truth existed. That we think 
was among the results intended by the change in the law.”’ *° 

The Court prescribed additional modifications in the Reo Motors, Inc.*° 
and Cambria Collieries * cases. In the former case the taxpayer sustained 
a loss resulting from the worthlessness of a subsidiary stock. Under 
section 23(g) as constituted in 1941, such a loss was a capital loss, but 
under section 23(g) as constituted in 1942, it was an ordinary loss. The 
question presented was whether section 23(g) (4) as added by the Revenue 
Act of 1942, applicable to taxable years beginning after December 31, 
1941, would be given retroactive effect making losses like the one in 
question ordinary ones. Judge Hill indicated that since the deduction wa 
a 1941 deduction it could not be controlled by the law applicable to 1942. 
The determination whether the loss existed must be made under 1941 law. 
The deductibility of the carry-over aspect would be dependent upon the 
1942 law. 

In the Cambria case the taxpayer used the percentage method of com- 
puting depletion. Section 145(a) of the Revenue Act of 1942 amended 


the law so as to grant for 1942 and later years the larger of the depletion 


184 T.C. 404 (1944), aff'd, 151 F.2d 527 (C.C.A.5th 1945). 
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2110 T.C. 1172 (1948). 














218 TAX LAW REVIEW [Vol. 5: 


allowances computed under cost or percentage methods. The taxpayer 
was not entitled to any deduction for 1943 under the percentage method 
and therefore it took, as the law applicable for 1943 provided, the deduc- 
tion computed under the cost method. As a consequence, it had a net 
operating loss for 1943 which it used in computing its net operating loss 
deduction for 1941. The Commissioner proposed to compute the 1943 
loss under 1941 law, since the deduction would not have been allowable 
for 1943, but for an amendment to the Code. However, the Court held 
that deductions in computing a net operating loss are determined under 
the law applicable to the loss year rather than the law applicable to the 
year for which a net operating loss deduction is allowed. 

(c) Significance of New Colonial Ice Co. v. Helvering. There seems 
to be little doubt that a successor taxpayer, whether an individual or 
corporation, cannot take a deduction for a net operating loss suffered by 
its predecessor. This conclusion is based on the Supreme Court decision 
in New Colonial Ice Co. v. Helvering.” The Court determined that a net 
loss deduction permitted by section 204(b) of the Revenue Act of 1921 is 
personal to the “taxpayer” and not transferable or usable by another. 
Although the language of the present section 122(b) of the Code is not 
exactly the same as section 204(b), the general purposes of the provisions 
are similar. Therefore, the language of the Court in that case would 
seem to have equal application to the current loss provisions. “Taken 
according to their natural import, they mean that the taxpayer who sus- 
tained the loss is the one to whom the deduction shall be allowed. Had 
there been a purpose . . . to make the right to the deduction transferable 
or available to others than the taxpayer who sustained the loss, it is 
but reasonable to believe that that purpose would have been clearly 
expressed.” ** 

Nevertheless, the Court went on to say, “Of course, the rule is subject 
to the modification that the separate identity may be disregarded in ex- 
ceptional situations where it would otherwise present an obstacle to the 
protection or enforcement of public or private rights.” 

(d) The corporate or separate entity doctrine. The “same taxpayer” 
concept is a segment of the corporate or separate entity doctrine. Both 
corporate and tax law generally recognize the corporate entity. There is, 
however, much doubt how it will be applied to a particular set of cir- 
cumstances.** Although each case must be determined on its own par- 





22 292 U.S. 435 (1934). 

28 292 U.S. 435, 440, 441 (1934). 

24 A noted authority stated, “It is clear beyond peradventure that no guiding principle 
can be stated which will explain even most of the cases. On the contrary, it might with 
confidence be stated that as far as a specific problem is concerned, the prediction of the 























1950] TAX CONSEQUENCES OF THE NET OPERATING LOSS DEDUCTION 219 


ticular facts, certain general principles appear to emerge from the cases. 
These are: (a) the corporate entity will be upheld unless some strong 
reason of policy dictates disregard thereof ; ** (b) a successor corporation 
is not the same entity as its predecessor for tax purposes; ** (c) the tax- 
payer’s effort to disregard a corporate entity will almost invariably fail 
in absence of specific statutory authority; *" (d) the Commissioner may 
assess taxes against a corporate entity no matter what the motives for 
incorporating it may have been or how informally it has conducted its 
affairs ; ** and (e) in special cases he may also disregard the entity if it is 
unreal or sham.” : 

(e) Merger avoids “same taxpayer’ requirement. It has often been 
stated that a rule of law proves its soundness and value by the length of 
time it has been upheld by the courts and accepted by the public. This is 
certainly true of the rule disallowing net operating loss offsets to one 
other than the “same taxpayer” who suffered the loss. This rule has held 
steadfast despite taxpayer’s attempts to circumvent it by showing that the 
successor taxpayer was “substantially the same” as its predecessor. This 
proof has justly been held to be insufficient since different entities, though 
entirely similar, remain separate and distinct. Normally, a change from a 
predecessor to a successor corporate entity is voluntary and contractual, 
not by operation of law. The new entity usually undertakes new projects 
and new obligations. It has a new legal status. As a result, it is eco- 
nomically sound that it also have a new tax status based on its own opera- 
tions, which would entitle it to deduct only its own losses from its own 
gains. 

How could any taxpayer successfully overcome this rationale? It 
would seem an almost impossible accomplishment. Nevertheless, the facts 
developed in the most recent decision on the “same taxpayer” doctrine 
open the door to its fulfillment. In this case *° a parent company absorbed 
its subsidiary in a statutory merger.” Prior to the merger, the subsidiary 


judicial attitude is entirely beyond the power of the legal mind.” Finkelstein, Corporate 
Entity and the Income Tax, 44 Yale L. J. 436, 447-8 (1934). 

25 Deputy v. Du Pont, 308 U.S. 488 (1940); Burnet v. Commonwealth Improvement 
Co., 287 U.S. 415 (1932). 

26 New Colonial Ice Co. v. Helvering, 292 U.S. 435 (1934). 

27 Munson S.S. Line v. Comm’r, 77 F.2d 849 (C.C.A.2d 1935) ; Continental Oil Co. v. 
Jones, 113 F.2d 557 (C.C.A.10th 1940). 

28 Texas-Empire Pipe Line Co. v. Comm’r, 127 F.2d 220 (C.C.A.10th 1942) ; Sheldon 
Building Corp. v. Comm’r, 118 F.2d 835 (C.C.A.7th 1941). 

29 Moline Properties, Inc., 319 U.S. 435 (1943); Higgins v. Smith, 308 U.S. 473 
(1940) ; Gregory v. Helvering, 293 U.S. 465 (1935). 

80 Stanton Brewery, Inc. v. Comm’r, 49 P-H {72,557 (C.C.A.2d 1949), reversing 
11 T.C. 310 (1948). 

81In a consolidation two corporations unite to form a new corporation; in a merger 
one of two corporations loses its identity by combination with the other, which continues. 
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had a sizeable unused excess profits tax credit. After the merger, the 
parent applied this credit as a carry-over to reduce its excess profits tax 
income. The Commissioner argued that the unused credit of the dissolved 
company was lost because the subsidiary lost its identity in the merger. 
The Court held, however, that the surviving parent company was a “union 
of component corporations into an all-embracing whole which absorbs the 
rights and privileges, as well as the obligations of its constituents.” 

The Court specifically referred to the New Colonial Ice Co. case.** It 
said there was a distinction between (1) a reorganization where the 
successor corporation takes over its predecessor by purchase and contract 
and (2) one where the successor takes over by operation of law. Under 
this reasoning it is the type of reorganization that controls, and since there 
was no merger in New Colonial Ice Co., it does not apply. 

Will the merger form of transfer control from now on? It does not 
seem probable. Tax relief privileges of the net operating loss type are 
generally lost by transfers from-one corporation to another. Nor is there 
any warrant for supposing that Congress regards such credits as parts 
of a “. . . ‘universitas juris,’ passing, with chattels, choses in action 
and the rest, like good will or trade marks.” ** Until the Supreme Court 
rules or Congress legislates on this point, the long established interpreta- 
tion of the “same taxpayer”’ rule should remain unchanged. 

(f) Recent amendment granting relief to railroads. In 1947 Congress 
enacted a special measure ** granting relief to certain successor railroads 
that had been involved in bankruptcy or receivership proceedings and 
were compelled under state law to use a‘ new charter pursuant to the re- 
organization. The new law allows these railroads the benefit of the net 
operating loss and unused excess profits carry-overs derived from their 
predecessors. 

This is the first time that a statutory exception was made to the “same 
taxpayer” rule. Justification for this extraordinary measure is based on 
the economic plight of some of our railroads. According to testimony 
given before the House Ways and Means Committee,®* thirty-three Class 1 
railroads have been involved in bankruptcy or receivership proceedings 
since the last depression. Of these, eighteen have reorganized, fourteen 
are still in the process of reorganization, and one has been liquidated. 
Eight of the eighteen roads have been able to resume their operations 
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34 Pub. L. No. 189, 80th Cong., Ist Sess. (July 15, 1947). 
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Cong., Ist Sess. 2. 
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under their old charters, and therefore have no problem regarding the 
carry-back and carry-forward provisions. Only seven of the remaining 
ten have any financial interest in this legislation. The potential tax liability 
involved in these cases is $7,500,000, representing additional taxes which 
these seven railroads would have to pay because they were compelled under 
state law to use a new charter incident to their reorganization. 

The Treasury expressed no objection to this legislation because, very 
little of this tax liability having been collected, tax refunds would not be 
too great. This reason, hardly adequate in itself, may be bolstered by a 
belief that the law will help to remove the barriers holding railroads in 
receivership and enable them to develop profitable taxpaying operations. 

(g) Effect of section 129. Prior to 1944, there were numerous acquisi- 
tions of controlling interests in certain corporations for the purpose of 
avoiding income or excess profits taxes. Tax savings could be realized 
when a taxpayer acquired the assets or control of another corporation and 
thereby (a) obtained the benefits of a deduction or a credit which be- 
longed to the acquired corporation or (b) created a credit or deduction 
as a consequence of its own operations, or (c) utilized the benefit of a 
credit or deduction which it already had but could not use without such 
acquisition. For example, the B corporation had assets with a basis far in 
excess of their fair market value. The A corporation, with full knowledge 
of this fact, merged with B hoping thereby to offset the depreciation 
deductions of the over-valued assets against its own (A’s) income. Or a 
corporation with high earning assets transferred them to a newly organ- 
ized subsidiary. It retained the assets likely to produce losses, for the 
purpose of obtaining refunds by the creation of a net operating loss 
carry-back or unused excess profits carry-back. Or the acquiring corpora- 
tion, anticipating a current loss, acquired an income-producing business 
as an offset for such losses. 

Section 129 of the Code was added by the Revenue Act of 1943 to 
prevent the avoidance or evasion of taxes resulting from such transactions 
during taxable years beginning after January 1, 1944. The section be- 
comes operative only if the purpose of acquisition to avoid taxes is para- 
mount over other purposes. Since such a purpose is subjective, it is 
apparent that each case will have to be decided on its own.facts and 
circumstances. 

There has been very little judicial interpretation of section 129 since 
its enactment. However, an examination of the available cases indicates 
that the Tax Court has applied section 129 limitations very literally. In 
Commodores Point Terminal Corp.,** the Commissioner was unsuccessful 
in establishing that a corporation that acquired a controlling interest in 
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another corporation had obtained any tax benefit thereby or that the 
principal purpose of the transaction was to avoid taxes. The Alprosa 
Watch Co.*" decision discusses section 129 by way of dicta. Even though 
the facts involved in this case occurred prior to enactment of the section, 
it highlights the type of transactions that may be subject to attack. On 
June 14, 1943 the stockholders of the Esspi Glove Co. sold all of their 
stock to two persons, neither of whom had previously been connected with 
the corporation. The name of the company was then changed to Alprosa 
Watch Co., the business was moved, and the nature of the business was 
converted from the sale and manufacture of gloves to the purchase and 
sale of jewelry. Alprosa claimed that Esspi and Alprosa were one and 
the same taxable entity and therefore it could include in its returns the 
income and losses realized by Esspi during the preceding years and claim 
the benefit of the latter’s excess profits credit. The Court, in upholding 
the taxpayer, fourd as a fact that “. . . the acquisition of an existing 
corporation was necessary . . . and while we are satisfied that the parties 
in interest were not unaware of the tax advantages that might accrue 
through Esspi, the record does not support a finding that tax avoidance 
was the dominating motive.” * 

The effect of section 129 on net operating losses seems to be very 
limited. For example, a corporation organized for a temporary purpose 
has made a substantial profit. Ordinarily its business would cease but the 
corporation continues to do some type of curtailed business in order to 
avail itself of the net operating loss carry-back and to get some of the 
tax paid when it was doing its real business. It is clear that section 129 is 
not broad enough in scope to meet such problems. 





IV. Tue Errect or LIQUIDATION ON THE Loss OFFSET PROVISIONS 


(a) Corporate taxpayers. Should the carry-back, carry-forward provi- 
sions be allowed while a business is in the process of liquidation, or should 
these provisions be applicable to a continuing business only? These ques- 
tions were dealt with by the courts in a number of recent decisions. In 
the Acampo Winery and Distilleries case * the taxpayer was in the process 
of liquidation during 1944 and 1945. It sought to carry back losses in- 
curred during these years to 1943. The Commissioner contended that a 
corporation which had losses during years it was in the process of liquida- 
tion was marking time and was not entitled to carry back such losses to 
prior years. He argued that Congress intended to allow the deductions 
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only where thc same taxpayer was continuing to carry on substantially 
the same business in the loss years that it carried on in the taxable year 
that the deduction was claimed. However, the Commissioner cited no 
authority to support his position, and the Tax Court held for the tax- 
payer. It indicated that “The words of the statute are general in their 
application and something would have to be read into them. which is not 
there to limit them so that they would not apply in this case.” *° 

The deduction would also seem to be allowable on the basis of analogous 
situations in which taxpayers have been allowed a deduction of a business 
expense or loss paid or incurred after ceasing to do business. Thus, in 
Edgar L. Marston“ a loss was allowed a former partner for payment of 
partnership liability two years after dissolution of the partnership. The 
loss was held to result from the operation of a business, regardless of 
whether the taxpayer was engaged in active business in the year of the 
loss. Therefore, it was allowed as a carry-over to the succeeding year. 

The Court did not follow these principles in the Wier Long Leaf 
Lumber case.** In this case che taxpayer sold its entire plant and equip- 
ment for cash at the close of 1942. It continued in existence during 1943 
and 1944 for the purpose of liquidation. It had a substantial unused excess 
profits credit in those years, which it sought to carry back to 1941 and 
1942. A literal reading of section 710(c)(3)(A) would seem to permit 
the taxpayer to carry back such unused excess profits credits. However, 
the Tax Court rejected such a position. It indicated that the carry-back 
was intended by Congress to benefit only corporations that had been in 
active production in the war period and had projected their activities to 
peacetime years. However, the appellate court disagreed with this broad 
conclusion. “The fact of liquidation and the particular circumstances and 
stages of it are relevant . . . and if it appears that the corporation is a 
corporation in name and semblance only, ... it must, though not 
formally dissolved, be treated as dissolved de facto.” ** Until the liquida- 
tion has reached a point where there is no corporate purpose to be served 
in delaying dissolution, it is considered to be a going corporation and 
entitled to the benefits of the carry-back. Based upon this reasoning, the 
Court allowed the taxpayer to carry back the credit from 1943. However, 
at the close of 1943, the liquidation had progressed to the point where 
there was no longer any valid reason for delaying dissolution, and in 1944 
the corporation was considered to be de facto dissolved. Consequently, 
the carry-back from 1944 was disallowed. 
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Examination of the basic features of the net operating loss carry-back 
and the unused excess profits credit carry-back indicates the wisdom of 
these decisions. Certainly, the cost of going out of business is a legitimate 
expense and in the majority of situations a corporation will not inten- 
tionally incur a net operating loss. The situation is entirely different with 
respect to the unused excess profits carry-back. If a taxpayer ceased all 
operations during a taxable year, its excess profits credit would still be 
the same as if it had continued operations. However, its income would be 
zero and therefore it would have an unused excess profits credit, which 
could be carried back to earlier years for the purpose of reducing taxes. 
The possibility of tax avoidance by merely postponing liquidation and 
marking time for a number of years should not result in recovery of 
wartime income and excess profits taxes. 

(b) Other taxpayers. Taxpayers other than corporations have not been 
accorded the same benefit of carrying back losses incurred in the sale or 
liquidation of their properties. This is due to the existing interpretation 
of section 122(d)(5), which provides that in computing a net operating 
loss for an individual “deductions otherwise allowable by law not at- 
tributable to the operation of a trade or business regularly carried on by 
the taxpayer shall be allowed only to the extent of the amount of gross 
income not derived from such trade or business.” The difficulty in this 
provision is to meet the test of “regularly carrying on a trade or business.” 
The Commissioner and the courts have consistently held that unless the 
taxpayer is regularly engaged in the business of selling or liquidating the 
type of asset or business for which a loss is claimed, such a loss will be 
treated as resulting from an isolated transaction. As a consequence, it 
may not be carried back or forward as part of a net operating loss. 

In Joseph L. Merrill ** the taxpayer claimed a loss which he sustained 
when he withdrew from a partnership. He sought to include this loss in 
the computation of the net operating loss and use it as a basis for a 
carry-over. The Tax Court did not approve. It held that he had merely 
transferred his interest in the partnership to the remaining partners and 
had disposed of a capital asset. Since the taxpayer was not regularly 
engaged in the business of buying and selling partnership interests, section 
122(d)(5) applied and the loss could not be taken into account in 
computing his net operating loss.** 

The taxpayer has been able to uphold a contention of this type in only 
one case. In Walter G. Morley ** the taxpayer sustained losses in 1940 
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when he sold a number of apartment and store buildings. He sought to 
include such losses in a net operating loss for 1940, which was to be carried 
over and deducted in 1941. The Commissioner made the same argument 
that the losses sustained were not attributable to the regular operation of 
a trade or business. However, the Tax Court found on the evidence that 
the taxpayer had been regularly engaged in the business of buying and 
selling real estate. It went on to say, “Even though we should assume, 
arguendo, that the business of selling real estate, although engaged in 
by the petitioner in 1940, was not one regularly carried on by him in that 
year, nevertheless, we would conclude that the losses in question were 
attributable to a business of buying and selling real estate which was 
regularly carried on by him in years prior to 1940.” * 

A recent appellate decision, Lazier v. United States,** questioned the 
wisdom of these cases. The taxpayer sustained a loss on the sale of farm 
lands and farm machinery that he owned and operated in his farming 
business. He was not allowed to carry back the loss to prior years because 
he was not engaged in the business of selling farm lands or machinery. 
However, the Court went on to state, “It is possible that the Commis- 
sioner, the Tax Court and the District Courts, which have approved the 
Commissioner’s interpretation of the statute, may have misconceived the 
intent of Congress with respect to the character of net losses which could 
be carried forward or back. No doubt, that intent could have been ex- 
pressed in simpler and more understandable language. . . . A petition for 
certiorari to the Supreme Court should enable that court to give the 
question nationwide repose.” *° 

Examination of these and other cases indicates that taxpayers other 
than corporations are being discriminated against. It seems that such 
losses sustained by an individual on the liquidation or sale of all or part 
of his business might well be allowed as a carry-back or carry-forward. 
If the carry-back and carry-forward provisions are intended to apply to 
the operation of a business only, neither the liquidation losses of a cor- 
poration nor the losses sustained on the sale of a business by an individual 
should be allowed. However, if they are intended to be general averaging 
devices, both should be recognized. In any case, the same policy should 
be applied to all taxpayers without discrimination against any group. 


V. PROCEDURE AND PRACTICE PROBLEMS 


Generally, a claim for refund of income or excess profits taxes must 
be filed within three years from the due date or actual filing date of the 
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tax return. A different period of limitation is prescribed with regard to 
claims involving overpayments due to carry-backs of net operating losses 
or unused excess profits credits. The limitation period for filling refund 
claims in such cases is the period which ends with the expiration of the 
15th day of the 39th month following the end of the taxable year in 
which the loss or unused excess profits credit originated. For example, 
an overpayment of a 1945 tax, caused by a carry-back of a net operating 
loss originating in the return for the calendar year 1947, is recoverable if 
the refund claim is filed on or before March 15, 1951. The 1947 loss 
could have the further effect of producing additional refunds due to un- 
used excess profits credit possibilities. If the reduced 1945 excess profits 
tax income is less than the corresponding credit, it will produce an unused 
excess profits credit for 1945 that can be carried back and applied as a 
reduction of excess profits net income for the taxable years 1943 and 
1944. By this chain it is possible to obtain a refund on or before March 15, 
1951 of 1943 taxes, despite the fact that a recovery of such taxes would 
otherwise have long since been barred by limitation. 

(a) Acceleration of refunds due to carry-backs. An accelerated refund 
procedure *° has been established with respect to refund of prior years’ 
taxes which are due to carry-backs of net operating losses originating 
during any taxable year ending on or after September 15, 1945. This pro- 
cedure was set up to eliminate the delay that existed in examining and 
auditing the refund claims. The relief afforded corporate taxpayers en- 
ables them to obtain refunds within 90 days, or apply the contemplated 
refund as a payment for current unpaid tax installments. Under the latter 
alternative the deferred taxes bear interest, and if the amount of tax 
which is deferred is in excess of 125 per cent of the net refund ultimately 
ascertained, the excess is subject to a penalty of 5 per cent. Taxpayers 
other than corporations who expect to sustain business losses that may be 
carried back to prior years, may also obtain 90 day pre-audit refunds, 
but do not have the privilege of deferring unpaid installments of a 
currently due tax. 

To obtain relief in the nature of a tax deferment (Form 1138) or 
pre-audit refunds (Form 1139 for corporations; Form 1045 for other 
taxpayers) proper applications must be filed. Forms 1139 and 1045 are 
based on exact figures and must be filed on or after the date of filing the 
return for the taxable year in which the carry-back originates. Form 1138 
is based on estimated figures and is filed during the taxable year in which 
the taxpayer expects to sustain the loss. 

(b) Interest on refunds. A taxpayer is ordinarily entitled to 6 per cent 
interest on refunds from the date of overpayment. If the overpayment 
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results from the carry-back of a net operating loss or of an unused excess 
profits credit, no interest is allowed for any period before a claim for 
refund is filed or a petition is filed with the Tax Court, whichever is 
earlier. Other special rules for the allowance of interest on applications 
for tentative carry-back adjustments are provided by sections 4(a) and 
6(b) of the Tax Adjustment Act of 1945. 

The application of the carry-back provisions of section 122(b) abolishes 
the right of the Commissioner to collect tax deficiencies legally assessed 
in a prior applicable year, but does it also abolish the right to collect 
interest on such deficiencies? A recent Circuit Court decision,” in over- 
ruling the lower Court, held that it did. The Commissioner argued that 
the money was due when the deficiency was assessed and therefore the 
Government was entitled to interest on the difference between its claim 
and what the taxpayer had paid, until the debt due was absolved by the 
carry-back. The taxpayer contended that it did not owe interest for non- 
payment of deficiency taxes which, in the light of subsequent events, were 
found not to exist. The taxpayer also relied on case authorities which 
allowed recovery of interest paid either on tax assessments which were 
later shown to be erroneous, or in connection with a compromise agree- 
ment with the Government.” The Court therefore concluded that “interest 
on nothing is necessarily nothing.” 

The holding of the Court seems to stem from the proposition that since 
the taxpayer did not claim any interest from the Government, the latter 
should not exact any interest from it. However, this reasoning is not in 
accord with the principle that the exaction of ittterest from the Govern- 
ment requires specific statutory authority in force at the time of the 
allowance of a refund or credit. Furthermore, the net operating loss 
carry-back that the taxpayer eventually became entitled to deduct resulted 
in the abatement of a deficiency that was in existence for a considerable 
length of time. During this time the Government was legally entitled to 
its interest. It would seem that the interest consequences of a taxpayer’s 
liability should be applied in a chronological and orderly manner. 


VI. ConcLusIon 


This review of some of the major questions to which the net operating 
loss deduction gives rise, illustrates that even so restricted an attempt to 
provide tax relief has resulted in numerous and diverse complications. 


51 Seeley Tube & Box Co. v. Manning, 172 F.2d 77 (C.C.A.3rd 1948), reversing 
76 F. Supp. 937 (1948). 

52 Big Diamond Mills Co. v. United States, 51 F.2d 721 (C.C.A.8th 1931); Colorado 
Milling & Elevator Co. v. Howbert, 57 F.2d 769 (C.C.A.10th 1932); Phelps v. United 
States, 105 F.2d 904 (C.C.A.2d 1939). 
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The present law is not a complete application of the theory that total 
income should be brought into the picture in determining the loss offset, 
nor does it follow the taxable income concept of taxation. Instead, it 
reduces the relief afforded taxpayers to the minimum amount needed to 
prevent the taxation of capital as income. It results in a partial denial of 
the benefits of tax exemption, percentage depletion, the capital gains and 
losses advantages, and the credit for intercorporate dividends. 

Furthermore, computation of the net operating loss deduction is almost 
a nightmare. The present structure of the provisions is entirely too 
cumbersome. Amendatory legislation is sorely needed to reduce these 
defects. 

The business expansion that is stimulated by the net operating loss 
provisions has tremendous social values. By encouraging new productive 
installations and by affording opportunities for employment, it helps to 
create a higher standard of living. 
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Notes 


Tax Consequences upon Redemption of Certain Municipal Bonds. 
During the depression in the early 1930s many issues of municipal bonds 
suffered default in the payment of interest or principal. In some instances 
bondholders’ committees arranged for simple extensions of time for payment 
of interest or principal or both; in others, such committees or the municipali- 
ties formulated refunding plans, which resulted in the exchange of the de- 
faulted bonds for new issues. Many of the originally defaulted bonds or 
reissues have come due for redemption recently or are coming due for re- 
demption in the near future. Accordingly, it becomes pertinent to inquire into 
the tax consequences to the bondholder upon redemption. This Note considers 
the effect of the defaults which occurred during the depression years and the 
basis for determining the bondholder’s gain or loss on the redemption of such 
issues. 

Section 117(f) of the Code provides that “amounts received by the holder 
upon the retirement of bonds, debentures, notes or certificates, or other evi- 
dences of indebtedness issued by-any corporation (including those issued by 
a government or any political subdivision thereof), with interest coupons or 
in registered form, shall be considered as amounts received in exchange there- 
for.” Accordingly, under the Code the retirement or redemption of municipal 
bonds will be treated as the exchange of a capital asset.* 

Since we are dealing with a capital transaction, the basis of the bonds in the 
hands of the taxpayer becomes the pertinent inquiry in determining the tax 
consequences of redemption. If the default and the subsequent refunding of 
the issue were a transaction requiring the recognition of loss, the taxpayer 
may hold the bonds at the time of redemption at a basis equal to the fair 
market value at the time of the exchange. * Thus our first inquiry is whether 
the exchange for the refunding issue was one requiring recognition of gain 
or loss. 

The transaction would require recognition of the loss unless it can escape 
recognition under section 112, or unless the exchange was for a “substantially 
identical security” under section 118.? 


1 The provision of §117(f) was first enacted in 1934. Prior to that time the retire- 
ment of bonds was not considered to constitute the sale or exchange of a capital asset. 
2“Sec. 118. Loss from Wash Sales of Stocks or Securities. 


“(a) In the case of any loss claimed to have been sustained from any sale or other 
disposition of shares of stock or securities where it appears that, within a period beginning 
30 days before the date of such sale or disposition and ending 30 days after such date, 
the taxpayer has acquired (by purchase or by an exchange upon which the entire amount 
of gain or loss was recognized by law), or has entered into a contract or option so to 
acquire, substantially identical stock or securities, then no deduction for the loss shall be 
allowed under section 23(e)(2); nor shall such deduction be allowed under section 
23(f) unless the claim is made by a corporation, a dealer in stocks or securities, and 
with respect to a transaction made in the ordinary course of its business.” 
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Application of Section 112 to Exchanges of Municipal Bonds. For many 
years taxpayers have sought to establish non-recognition under section 112 
on the theory that a refunding of municipal bonds is a reorganization 
[a recapitalization under section 112(g)(1)(E)] and the exchange, one 
covered by section 112(b)(3). The Commissioner has argued, as to any 
exchange solely of bonds for bonds, that there is no recapitalization but merely 
a “refinancing” which, he contends, section 112(g)(1) was not intended to 
cover. 

It is obvious that non-recognition cannot be sought as an exchange coming 
under section 112(b)(1) covering “property held for productive use or 
investment” as bonds are specifically excluded from its coverage.* 

Likewise, section 112(b)(2) by its terms is limited to the exchange of 
“stock for stock of the same corporation.” This section has been strictly 
construed as not to include an exchange of bonds for bonds.* 

Thus, it is under section 112(b)(3) that non-recognition on an exchange 
of bonds for bonds has been most generally sought. Of course, in doing so, 
the taxpayer has been flying directly in the face of the “continuity of interest” 
concept and the decisions that notes and bonds do not provide the necessary 
continuity of proprietary interest, and hence are not “securities” under sec- 
tion 112(b) (3).° 

While some of the cases noted held that under certain circumstances cor- 
porate bonds do provide the necessary continuity of interest to constitute 
“securities” under section 112(b), the Commissioner has argued successfully 
that Congress did not intend to include municipal corporations within the 
term “party to a reorganization” and that the statute is limited to transactions 
involving private corporations. Thus, municipal bonds have been held not to 
come within the reorganization provisions of section 112, with such consistency 
both by the Commissioner and by the courts as to leave little room for further 
argument.’ 


3 It has been so held in I.T. 2778, XIII-1 Cum. Buty. 79 (1934), and in Girard Trust 
Company v. United States, 166 F.2d 773. (C.C.A.3rd 1948). 

4 See Walter H. Field, 41 B.T.A. 183 (1940). 

5T.R.C. §112(b) (3), “Stock for Stock on Reorganization—No gain or loss shall be 
recognized if stock or securities in a corporation a party to a reorganization are, in 
pursuance of the plan of reorganization, exchanged solely for stock or securities in such 
corporation or in another corporation a party to the reorganization.” 

6 See Cortland Specialty Co. v. Comm’r, 60 F.2d 937 (C.C.A.2d 1932) ; Pinellas Ice & 
Cold Storage Co. v. Comm’r, 287 U.S. 462 (1933) ; and LeTulle v. Scofield, 308 U.S. 415 
(1940). For the proposition that bonds are securities under §112(b) (3), see Burnham v. 
Comm’r, 86 F.2d 776 (C.C.A.7th 1936), cert. denied, 300 U.S. 683 (1937) ; Comm’r v. 
Freund, 98 F.2d 201 (C.C.A.3rd 1938); Comm’r v. Neustadt’s Trust, 131 F.2d 528 
(C.C.A.2d 1942) ; and Jeanne G. Miller, 3 TCM 230 (1944). 

7I.T. 2896, XIV-1 Cum, Butt. 96 (1935) ; Speedway Water Co. v. United States, 
100 F.2d 636 (C.C.A.7th 1938) ; Motor Products Corp. v. Comm’r, 47 B.T.A. 893 (1942), 
aff'd, 142 F.2d 449 (C.C.A.6th 1944); Thomas Emery v. Comm’r, 8 T.C, 979 (1947), 
aff'd, 166 F.2d 27 (C.C.A.2d 1948); Girard Trust Co. v. United States, 166 F.2d 773 
(C.C.A.3rd 1948) ; Mutual Loan and Savings Company of West Palm Beach, Florida, 
8 TCM 203 (1949) [App. (T) (C.C.A.Sth May 23, 1949)]. 
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The cases cited * indicate a reluctance on the part of the courts to accord 
the same treatment to municipal bonds as is accorded to the bonds of private 
corporations. The record of decisions starts in the Seventh Circuit with the 
Speedway Water Co. case,® which rested on the question of Congressional 
intent. In the Motor Products Corp. decision ?° the Sixth Circuit merely held 
that if there were an “exchange” within the purview of section 112(a), it 
fell outside the reorganization sections of section 112 because “Detroit is a 
municipal corporation,” citing the Speedway case. The Tax Court opinion 
in the Emery case ™ was based not only on the question of Congressional in- 
tent, but also on the continuity of interest doctrine, the Court saying, “As an 
individual cannot acquire a proprietary stake in a municipal corporation, it 
follows that petitioner’s exchange (City of Philadelphia bonds) does not meet 
the underlying test.” The Second Circuit in the Emery case, however, held 
section 112 inapplicable—not because of the continuity of interest concept, but 
because the section must be read as a whole to spell out the legislative intent, 
and five of six subsections of section 112(g)(1) can apply to private cor- 
porations only. The Third Circuit in the Girard Trust decision * found “no 
indication in the legislative history that municipal corporations were meant 
to be included” in section 112, and added, “If this places a burden on municipal 
corporations the remedy is by Congressional action, for as the sections now 
stand, they are definitely confined to private corporations.” 

Thus four Circuits have held that Congress did not intend section 112 to 
include the bonds of a municipal corporation. It seems therefore well settled 
that the non-recognition provisions of the section cannot be applied to the 
exchange of municipal bonds for a refunding issue; and that taxable gain or 
loss will result at the time they are so exchanged. 

It remains then to consider whether there is in each case an “exchange,” 
and if so, whether the exchange is one of “substantially identical securities” 
on which the taxpayer would be precluded from taking a loss under sec- 
tion 118."% 

Refunding Municipal Bonds as “Substantially Identical Securities.’ Many 
taxpayers have resisted the Commissioner’s efforts to assert taxable gain 
or loss on the exchange resulting from the refunding of municipal bonds, 
on the theory that there was no “exchange” under section 112(a) because 
the new bonds were merely a continuation of the old debt. An examination 
of the cases will show that this approach has met with mixed success, but the 
decisions serve to delineate the differences to be taken into account. 

In the Motor Products case** the Sixth Circuit accepted the taxpayer’s 


8 Supra note 7. 
® Supra note 7. 
10 Supra note 7. 
11 Supra note 7. 
12 Supra note 7. 
18 Supra note 2. 
14 Supra note 7. 
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argument as to refunding bonds of the City of Detroit. The Court held that 
the effect of the refunding agreement was not to provide for the creation of 
any new indebtedness, that the City “merely issued new bonds in substitution 
for and in continuation of outstanding evidences of its former bonded in- 
debtedness and the result was merely to effectuate an extension of time for 
payment. . . .’ The Court said there continued to exist “the same debtor, 
the same principal amount of indebtedness, the same rate of interest thereon, 
the same provision for a sinking fund, and the same creditors.” The Court 
stated that if the refunding bonds were a continuation of the same indebted- 
ness as to the City, “they were likewise necessarily a continuation of that 
indebtedness so far as the petitioner is concerned as a creditor. . . .” Thus it 
was held that there was no taxable exchange resulting in any realization of 
gain or loss within section 112(a). Obviously, if there was no “exchange,” ** 
then there need be no adjustment of basis in determining gain or loss upon 
the ultimate retirement of the bonds. 

Taxpayers have resisted the Commissioner’s efforts to assert an adjusted 
basis at the time of ultimate redemption, on the further ground that the bonds 
received on the reissue were “substantially identical” to those surrendered, 
and that accordingly the taxpayer was precluded from taking a loss on the 
transaction (at the time of the reissue) by the “wash sale” provision of the 
Code found in section 118.7° On this theory the taxpayer has argued that, 
under section 113(a)(10), he holds the new issue at the same cost basis as 
the old. 

The Commissioner’s efforts in arguing for an adjusted basis, therefore, 
have been to show that the new issue is not a mere continuation of the old 
indebtedness, and is not substantially identical to the old issue which was 
surrendered. Factors to be taken into account include any which alter the 
position or rights of the bondholder, including: changes in interest rates, ex- 
tension of time for payment of principal or interest, variation in dates of 
issue or interest payment, addition of a provision for a compulsory sinking 
fund, a provision that the new issue becomes callable before maturity of the 
old, and any substantial difference in market value. 

As to interest rates, a 4 per cent change of interest rate has been held to be 
not a substantial change.*’ On the other hand, provision for a lower interest 
rate after the call date of the original issue (coupled with different maturity 
and call dates and a difference in fair market value at the time of the ex- 
change) was held to be a material change—a new obligation with different 
terms—in the Emery and Girard Trust cases.1® Likewise, a combination of 
lower interest rate and an extended maturity date were held to be material 
changes in the Mutual Loan and Savings case.*® 


15 J.e., taxable exchange. 

16 Supra note 2. 

17 Hanlin v. Comm’r, 108 F.2d 429 (C.C.A.2d 1938). 

18 Supra note 7. It is true that the Circuit Courts in these cases placed major emphasis 
on the difference in fair market value. 

19 Supra note 7. 





— 
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As to the extension of time for payment of interest or principal, I.T. 
2672 *° held that bonds issued by the same municipality at the same rate of 
interest, but with different dates of issue, interest payment, and maturity 
were not substantially identical. I.T. 2896 ** held that a reissue differing only 
in a twenty-year extension of maturity was not substantially identical to the 
issue surrendered. In the Hanlin case,” the decision was rendered on a num- 
ber of different reissued bonds. In one instance the bonds were held to be 
substantially identical where the extension of maturity was from four to ten 
months with maturity approximately sixteen years in the future. In another 
reissue involving two different bonds issued by the same Federal Land Bank, 
the bonds were held substantially identical, although there was a two and 
one-half year difference in maturity and the new issue was redeemable after 
approximately six months. However, in the Hanlin decision, the Court also 
held that bonds issued Ly two different Federal Land Banks were not sub- 
stantially identical, even though maturity differed by only six months and 
maturity was twenty-one years in the future. 

The courts have not been inclined to consider callability of the new issue 
within a limited time after the reissue as constituting a substantial change. 
The Hanlin decision, referred to above, where the new bonds were redeemable 
after approximately six months, is further reflected in the Motor Products 
case ** in which the Court held that there was no exchange even though the 
new issue was subject to redemption at any interest payment date. 

In Marjorie K. Campbell v. Commissioner,** the following differences in 
the issues were noted: difference in date of issue of four years and five 
months, difference in date of maturity of five years and five months, differ- 
ence in date of payment of semi-annual interest, one issue in registered form 
and the other in coupon, and a difference in market price of 13 on date of 
purchase. The Board of Tax Appeals held that the bonds were not substantially 
identical. 

The cases indicate, therefore, the necessity of scrutinizing each transaction 
to determine whether there has been a substantial change, i.e., whether the 
bondholder is in substantially the same position and possesses substantially 
the same rights under the new issue as under the surrendered issue. 





CONCLUSIONS 


1. The retirement or redemption of municipal bonds is to be treated as 
the sale or exchange of a capital asset. 

2. On the redemption of municipal bonds which were issued in exchange 
for an earlier issue in default, the taxpayer must determine whether the 


20 XII-1 Cum. Butt. 72 (1933). 
21 XIV-1 Cum. Buty. 96 (1935). 
22 Supra note 17. 

23 Supra note 7. 

24 39 B.T.A. 916 (1939). 
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default and subsequent refunding constituted a transaction requiring the 
recognition of gain or loss, and accordingly, whether the taxpayer acquired 
a new cost basis on the refunding issue. 

3. The transaction cannot escape recognition under the “non-recognition” 
provisions of section 112, the courts having consistently held that Congress 
did not intend the reorganization provisions of section 112(g)(1) to apply 
to the obligations of municipal corporations. 

4. There is authority in the Sixth Circuit for holding that the refunding 
issue does not constitute an “exchange” under section 112(a) where the new 
issue is merely a continuation of an outstanding bonded indebtedness and 
provides merely an extension of time for its payment. 

5. If the bond received on the reissue was “substantially identical” with 
the bond surrendered, so as to preclude the taxpayer from taking a loss on 
the transaction because of the “wash sale” provisions of section 118, then 
the taxpayer is not required to adjust his cost basis. 

6. Each case must be scrutinized to determine whether the new issue is 
a mere continuation of the original indebtedness and whether the new bond 
is substantially identical to the bond surrendered. If so, the taxpayer’s cost 
basis upon retirement or redemption of the reissued bond will be that of the 
bond given up on the exchange. 

7. Failure to establish either of the above conditions will result in a require- 
ment that the taxpayer compute his gain or loss on the ultimate retirement of 
the new issue at a cost basis determined by section 113(b)(1)(A), taking 
into account gain or loss to be recognized at the time of the reissue. In most 
instances this will result in a cost basis equal to the fair market value of the 
new bond at the time of the reissue. 

Evsert G. BELLows * 


The Substantial Proportionment Requirement of Section 112(b)(5). 
The recent cast of Mather & Co. v. Commissioner * raises anew a controversy 
regarding the meaning of the requirement of substantial proportionment in 
section 112(b) (5). A consideration of that question must also arouse queries 
concerning the function and value of that requirement in light of the general 
purpose of section 112. Section 112(b)(5) permits non-taxable transfers 
of property to a corporation in exchange for stock or securities with the 
following proviso: 


. . . but in the case of an exchange by two or more persons this para- 
graph shall apply only if the amount of the stock and securities received by 
each is substantially in proportion to his interest in the property prior to the 
exchange. 


Meaning of the Statutory Requirement. A simple reading of the section 
discloses that the statutory language, as it stands, is meaningless.? The lan- 


* Member of New York Bar. 
1171 F.2d 864 (C.C.A.3rd 1949), cert. denied May 16, 1949. 
2 The clause is meaningful only in a loose way if the term “proportion” is taken as 
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guage is phrased in terms of proportionality, which has been taken by the 
courts as a requirement of proper geometric proportions.* However, only 
ratios of units or quantities can be proportional. That is, the ratio of two 
quantities is proportional to the ratios of two other quantities when those 
ratios are equal or identical. A single quantity alone cannot be proportional 
to another single quantity.‘ 

To make the statutory language meaningful, the courts were compelled to 
determine the nature of the ratios which were to be proportional. The early 
decisions held that the ratios or percentage of the value of the property trans- 
ferred by each party to the value of the total property transferred, must be 
substantially proportional to the ratio or percentage of the stock and securities 
received by that party to the value of the total stock and securities received 
by all transferors.* This “control” test makes fair sense out of the statute 
by supplying the necessary denominators for the two quantities given in the 
statute in order to set up the implied ratios or percentages. Under that test 
the requirement has been met despite differences in the case of any transferor 
of two per cent or less,® while differences between those percentages of five 
per cent or more in various cases have been held to result in a lack of sub- 
stantial proportion.’ 

However, for the past ten years the “control” test has been regarded as 
overruled by the decisions which established the so-called “relative value” test. 
Under the latter rule the ratio or percentage of the value of the stock and 
securities received by each transferor to the property transferred by that 
transferor is compared with the similar ratio or percentage of every other 
transferor. That is, the ratio of the value of what each party receives to what 
that party contributes is compared with the similar ratios for the other parties 
to the transaction. This test appears to do some violence to the words of the 
statute in so far as the statutory language in no way intimates that the change 
in position of each transferor must be compared with the change in position 
of every other transferor. Under the “relative value” test, differences in the 





calling merely for some rough suitable adjustment or arrangement. See WessTER’s NEw 
INTERNATIONAL Dictionary (2nd ed. 1939). 

8 See cases cited infra notes 6 to 10. 

4It is striking, in this connection, to note the number of courts which, in stating the 
rule, have been led to read “substantially in proportion” as meaning “substantially equiva- 
lent in value,” which would completely emasculate the statutory provision. E.g., Comm’r v. 
Lincoln-Boyle Ice Co., 93 F.2d 26 (C.C.A.7th 1937); Blair v. Comm’r, 91 F.2d 992 
(C.C.A.7th, 1937) ; United Carbon Co. v. Comm’r, 90 F.2d 43 (C.C.A.4th 1937) ; Snead v. 
Jackson Securities & Inv. Co., 77 F.2d 19 (C.C.A.5th 1935) ; Cyrus S. Eaton, 37 B.T.A. 
715 (1938) ; Harry F. Vickers, B.T.A. Memo. Dkt. 101,924. P-—H 942,379 (1942). 

5 See cases cited infra notes 5 and 6. 

® Hartford-Empire Co., 43 B.T.A. 113 (1940), aff'd, 137 F.2d 540 (C.C.A.2d 1943) ; 
Gladstone Corp., 37 B.T.A. 174 (1938) ; Ared Corp., 30 B.T.A. 1080 (1934). 

7 Budd Internat’l Corp. v. Comm’r, 143 F.2d 784 (C.C.A.3rd 1943) ; Hillyer, Edwards, 
Fuller, Inc. v. United States, 52 F.2d 742 (E. D. La. 1931); B. Cohen & Sons Co., 
42 B.T.A. 1137 (1940) ; Industrial Clutch Co., B.T.A. Memo, Dkt. 97059, P-H {41,370 


(1941). 
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percentages of profit or loss between transferors of less than-four per cent 
have been held to constitute compliance with the statute,® while differences 
in those percentages exceeding ten per cent have been held to constitute a 
failure to meet the statutory requirement.® 

Now the Third Circuit Court of Appeals has reaffirmed the “control” 
principle in the Mather case.*° Among other matters, the Court pointed out 
that under the “relative value” rule an exchange becomes taxable if only one 
individual, who contributed no property, receives a single share of stock, thus 
receiving an infinite ratio of gain. The Court felt that such an interpretation 
defeated the intent of the statute.** ~The Committee Reports lend no help to 
an attempt to predict the ultimate outcome of this conflict in the courts.!* 

The Specific Goal of the Proportionate Requirement. With regard to the 
purpose of the proportionality rule, the legislative history is a blank and 
there has been little judicial or even textual discussion. On the face of it, the 
requirement may have been designed for either or both of two ends: to 
guarantee a continuity of interest; or to insure that each party should retain 
the same relative stake in the venture."* 

All important in this connection is the fact that the courts have taken the 
position that each transferor need not receive a proportionate share of each 
class of stock and security. Instead it is necessary to consider only the total 
value of all stock and securities received by each transferor..* That view 
receives support from a consideration of the effect of the “Hendler” amend- 
ments, in sections 112(k) and 112(b)(5), which provide that liabilities of 
a transferor assumed by the corporation “shall be considered as stock and 
securities.” Apparently the statute contemplates lumping together the values 
of all stock and securities received by each transferor, and throwing an 
assumed liability into this aggregate. Hence, the method of splitting up the 
stock and securities between the various transferors becomes a matter of no 
consequence. It follows that one transferor may receive chiefly securities, 
and a second transferor may receive only non-voting stock, while a third 
party receives all the voting stock.*® 


8 Mather & Co. v. Comm’r, supra note 1, at 7 T.C. 1440, 1448 (1946). 

® Bodell v. Comm’r, 154 F.2d 407 (C.C.A.1st 1946); United Carbon Co. v. Comm’r, 
90 F.2d 43 (C.C.A.4th 1937). 

10171 F.2d 864 (C.C.A.3rd 1949). 

11 Jd. at 868. Cf. Industrial Clutch Co., B.T.A. Memo. Dkt. 97059. P-H [41,370 (1941). 

12 The Reports of the Congressional Committees merely contain some broad state- 
ments regarding the general purpose of §112(b) (5). See Sen. Rep. No. 275, 67th Cong., 
lst Sess.; H. R. Rep. No. 350, 67th Cong., Ist Sess. 

13 See 3 MERTENS, LAW oF FEDERAL INCOME TAXATION 169 (1942). 

14 Mather & Co. v. Comm’r, 171 F.2d 864 (C.C.A.3rd 1949) ; George B. Skouras, 45 
B.T.A. 1024 (1941) ; Hartman Tobacco Co., 45 B.T.A. 311 (1941); Hartford Empire 
Co., 43 B.T.A. 113 (1940), aff’d, 137 F.2d 540 (C.C.A.2d 1943); Ared Corp., 30 B.T.A. 
1080 (1934) ; F. L. G. Straubel, 29 B.T.A. 516 (1933). Contra: Poncin Corp., 27 B.T.A. 
328 (1932); see dissenting opinion in Snead v. Jackson Securities & Investment Co., 
77 F.2d 19-22 (C.C.A.5th 1935). 

15 See cases cited supra note 14, 
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That result is preposterous if the goal of the proportionality requirement 
is to preserve the same relative stakes in the venture. There is a very signifi- 
cant distinction between receipt of a creditor’s as against a proprietor’s in- 
terest, or between receipt of an ownership interest without voting power as 
against ownership coupled with control. However, the case law takes no 
cognizance of those distinctions. 

Similarly, if the substantial proportionment formula represents an early 
legislative attempt to lay down a rule as to continuity of interest, in opera- 
tion that formula is less exacting in this regard than the continuity rule 
applicable to section 112 generally. The danger lies in the fact that a court 
may examine the proportionate total values received, but neglect to scrutinize 
the proprietary interest received by each party.** Hence the proportionate 
requirement, as presently interpreted, does not serve as an adequate substi- 
tute for a rule of continuity of interest. 

The General Purpose of Section 112(b)(5). The avowed legislative pur- 
pose of sectior 112(b)(5) was to “eliminate many technical constructions 
which are economically unsound < . . permit business to go forward with 
readjustments required by existing conditions.” ** It has been said that sec- 
tion 112(b)(5) was designed to permit “reorganizations” of non-corporate 
entities,?® that is, to enable those entities to continue a business venture in 
changed form without undergoing a taxable transaction. 

However, non-corporate entities are frequently unable to obtain the bene- 
fits of section 112 due to failure to meet the proportionality requirement 
of subsection 112(b)(5). Yet corporations and their shareholders often can 
obtain the benefits of section 112 in exactly analogous transactions via sub- 
sections 112(g) (1), 112(b) (3), and 112(b) (4).*® A striking paradox is the 
conceivable situation in which an individual, partnership, and corporation 
unite their businesses to form a new corporation. Assume that the newly 
issued stock and securities are not distributed in proper proportions. The 
transferor corporation can, nevertheless, take advantage of the reorganization 
provisions, e¢.g., subsections 112(g)(1)(C), 112(b)(3), and 112(b) (4) 
might well be applicable. Yet the individual and partnership, participating in 
the very same plan, would find themselves in a taxable transaction.2® Such 





16 F.g., George B. Skouras, 45 B.T.A. 1024 (1941) (certain transferors received 
$200 cash, $550 worth of debentures and 4 shares of Class B stock in exchange for 
each $1000 note transferred). 

17 See Sen. Rep. No. 275, 67th Cong., Ist Sess. 11. 

18 See 3 MERTENS, LAW oF FEDERAL INCOME TAXATION 154 (1942). 

19 See Roosevelt Investment Corp., 45 B.T.A. 440 (1941). 

20 That hypothetical situation is suggested by the cases which followed and arose out 
of the same events which led to the decision in United Carbon Co. v. Comm’r, 90 F.2d 43 
(C.C.A.4th 1937). That leading case laid down the relative value test, and held that 
certain transfers of assets by various corporations to a new corporation in exchange for 
stock, securities, and cash had failed to comply with the substantial proportionment rule 
of §112(b) (5), so that the new corporaticn acquired a new basis. However, two subse- 
quent cases, Britt v. Comm’r, 114 F.2d 10 (C.C.A.4th 1940) and Nelson v. United 
States, 69 F. Supp. 336 (Ct. Cl. 1947), involved the question of the basis of the new 
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disparity in the tax consequences of similar acts by differing legal entities 
is clearly inequitable unless sound and persuasive reasons justify dissimilar 
treatment. 

In addition, the cases contain many instances of factual situations where 
good business reasons occasioned an alteration in the proportional interests 
of non-corporate transferors, but as a consequence section 112(b)(5) be- 
came inapplicable to the transaction. Frequently such a holding operates 
to the detriment of the Government’s interest on a question of basis. The 
following are some typical situations, extracted from the statements of fact 
of various decisions: 

(1) The parties desire to attract a key individual and therefore offer to 
him a relatively larger share in the new venture.”* 

(2) Frequently one or more individuals, partnerships, or associations 
make available capital which is sorely needed, and hence receive a somewhat 
greater interest in the continuing enterprise.?? 

(3) A transferor may welcome receipt of less than a proportionate share 
in an emerging business because he anticipates other indirect benefits.”* 

(4) Occasionally certain transferors owe each other debts which they 
desire to cancel by permitting those transferors who are creditors, to take a 
more than proportionate amount of stock.** 

(5) Members of a partnership may have rights to share in profits con- 
siderably at variance with their rights to the assets of the partnership. Upon 
transfer of the partnership business to a corporation, the partners desire to 
distribute stock and securities in ratios not proportionate to their former 
rights to the partnership assets.”® 

(6) Occasionally the parties desire, for one reason or another, to deliver 
some sums of cash to one or more transferors, and accordingly, to reduce 
the proportionate amount of stock and securities to be received by such 
transferors.”* 

It is true that in such circumstances the parties can often deal with the 
situation through the issuance and distribution of varying types of stock and 


corporation’s stock in the hands of certain of the transferors. Those decisions held that 
the transactions in question between the particular transferors and the new corporations 
fell within the reorganization provisions of §112. 

21 Columbia Oil & Gas Co., 41 B.T.A. 38 (1940), aff’d on another issue, 118 F.2d 459 
(C.C.A.5th 1941); Record Petroleum Co., 32 B.T.A. 1270 (1935). 

22 B. Cohen & Sons Co., 42 B.T.A. 1137 (1940) ; Edwin L. Dana, 36 B.T.A. 231 (1937). 

28 A. O. B. Sparks v. United States, 55 F. Supp. 941 (M. D. Ga. 1944). The state- 
ment of facts indicates that a transferor of land to a newly organized construction com- 
pany received indirect benefits through enhancement of the value of his adjacent land. 

24 Industrial Clutch Co., B.T.A. Memo. Dkt. 97059. P-H 941,370 (1941). 

25 The Strouse, Adler Co., 3 TCM 641 (1944). 

26 The requirement of proportionality with regard to stock and securities remains 
unaltered, despite the fact that one or more transferors may receive, in addition, varying 
amounts of cash. Diescher v. Comm’r, 110 F.2d 90 (C.C.A. 3rd 1940), accord, B. Cohen 
& Sons Co., 42 B.T.A. 1137 (1940); see Hartford Empire Co., 43 B.T.A. 113 (1940), 
aff'd, 137 F.2d 540 (C.C.A.2d 1943). 
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securities (no par stock, non-voting stock, preferred stock, etc.) which allo- 
cate the control and proprietary interests as desired, and still satisfy the 
proportionate requirement. Or the parties may adjust their interests at some 
time prior to or subsequent to the purported section 112(b) (5) transaction, 
and that procedure is sometimes successful.?”7 However, it is not always 
possible to effect such adjustments and occasionally they are neglected. No 
questions as to continuity of interest or business purpose are involved, and 
these types of business readjustment are exactly analogous to corporate trans- 
actions falling within the reorganization provisions. Nevertheless, the sub- 
stantial proportionment requirement in such instances frequently causes sec- 
tion 112(b) (5) to be inapplicable. 
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27 An anomaly in tax law is the significance which courts have attached to matters 
of form in resolving whether the control and substantial proportionment requirements of 
§112(b) (5) have been met. If prior to the exchange a transferor arranges later to give 
away his stock or securities, then that transferor is deemed not to have received such 
stock or securities. Heberlein Patent Corp. v. United States, 105 F.2d 965 (C.C.A.2d 
1939). However, subsequent to the exchange the transferor may give away stock or 
securities without affecting the character of the transaction under §112(b) (5). Wilgard 
Realty Co., 43 B.T.A. 557 (1941). Moreover, if prior to the exchange the same trans- 
feror assigns property to that same donee, then the donee is deemed to be the trans- 
feror of that property and thereby entitled to receive stock and securities. Portland Oil 
Co., 109 F.2d 479 (C.C.A.1st 1940), affirming 38 B.T.A. 757 (1940). — 

Similarly, the transaction may fall without §112(b)(5) if prior to the exchange there 
is an agreement later to sell stock or securities or to adjust stockholdings. Independent 
Oil Co., 6 T.C. 194 (1946); Industrial Clutch Co., B.T.A. Memo. Dkt. 97059. P-H 
941,370 (1941). Nevertheless, the character of the transaction under §112(b)(5) is 
unaffected by mere “intent” later to sell or transfer stock or securities (Hartman Tobacco 
Co., 45 B.T.A. 311 (1941)), or by an “informal” understanding later to sell or transfer 
stock or securities (American Bantam Co., 11 T.C. 397 (1948), aff'd, 1949 P—H {72,667 
(C.C.A.3rd 1949) ; Samuel Insull, Jr., 32 B.T.A. 47 (1935), rev’d on another issue, 87 
F.2d 648 (C.C.A.7th 1937) ), or by an agreement to sell or transfer stock or securities at 
some “indefinite” time (The Strouse, Adler Co., 3 TCM 641 (1944)). Moreover, prior 
to the exchange the prospective transferors may sell, transfer, or adjust their then exist- 
ing property interests. Gladstone Corp., 37 B.T.A. 174 (1938). But cf. The Roberts Co., 
Inc., 5 T.C. 1 (1945) ! 

Accordingly, parties can virtually escape the proportionate requirement by the simple 
expedient of making informal arrangements and adjustments at the proper time. Typi- 
cally, small or close groups may be in a position, practically, so to arrange their affairs. 
The proportionment rule may be technically observed by either making prior assign- 
ments or sales of property interests, or by making informal, somewhat indefinite arrange- 
ments regarding stock transfers or sales to occur subsequent to the §112(b) (5) exchange. 
Of course, it is very likely that the theory of “step transactions,” which has developed 
only in recent years, may operate as a bar in the future. However, to the extent that 
the procedure above outlined is followed successfully, observance of the proportionment 
rule becomes simply a legal ritualism. 

* LL.M. in Taxation, New York University School of Law; member of New York 
Bar, Attorney with The Tax Court of the United States. This Note was prepared before 
his employment with The Tax Court and represents his personal views. 
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InNcoME Tax ADMINISTRATION (A 
Symposium Conducted by the Tax 
Institute, December 15-17, 1948). 
New York: Tax Institute, Inc., 
1949. Pp. xx, 449. $6.00. 


The proper administration of fed- 
eral and state income tax systems is 
a challenging topic. One might an- 
ticipate that a substantial contribution 
to the subject would come from this 
three-day forum entirely devoted to 
the problems of income tax adminis- 
tration, particularly in view of the 
sponsorship of a responsible organi- 
zation, the planning and supervision 
of an expert committee, and the 
cooperative participation of represen- 
tatives of government, business, and 
the legal and accounting professions 
among whom were widely respected 
authorities. However, despite these 
favorable circumstances the published 
proceedings of the Tax Institute 
Symposium contain no more than an 
occasional analysis or comment that is 
likely to stimulate either increased 
awareness of significant problems or 
search for their solution. 

The failure of this symposium to 
light the way to many major im- 
provements in tax administration is 
due to a number of factors. The 
most significant is the virtually com- 
plete lack of reference to most of 
the major administrative problems, 
namely, those peculiar to the tre- 
mendous broadening of the federal in- 
come tax base in recent years. When 
a taxing system which, in its main 
outlines, was developed to deal with 
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at most four to six million individual 
income taxpayers, is suddenly asked 
to adapt itself to the annual filing 
of forty-five to fifty million indi- 
vidual returns, crucial administrative 
problems will inevitably arise. Yet 
there are no more than scattered ref- 
erences in the proceedings to the 
difficulties incident to this growth— 
no particular reference to the need 
for wider use of mechanized equip- 
ment, no discussion of the develop- 
ment of new statistical and sampling 
methods for enforcement purposes, 
no analysis of what changed account- 
ing methods in the collectors’ offices 
might contribute to making possible 
increased flexibility in taxing tech- 
niques (such as averaging of income 
and exemptions, to name only one 
possibility). In contrast, the admin- 
istrative problems at the federal level 
most stressed in the discussions are 
problems which affect only a small 
minority of taxpayers each year. 

In the second place, a good deal 
of the discussion deals primarily with 
questions of substantive law and in- 
terpretation, and thus strays from 
the intended, or least the announced, 
path. Moreover, not a few of the 
government representatives were in 
a position in which, quite understand- 
ably, they felt limited to explanation 
of existing practices rather than to 
pointing up problems or advocating 
new channels of administrative 
practice. 

Finally, a significant number of the 
participants who did address them- 
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selves more nearly to administrative 
problems in the usual sense of the 
word, managed in large part to 
reiterate precepts which surely can 
only be described as timeworn. Thus, 
taxation should be “certain,” “judicial 
law-making” is bad, and taxation 
having “social objectives” should be 
minimized. Such generalities are 
largely useless, at least out of the 
context of particular situations or 
problems. This is forcibly demon- 
strated when discussions of this kind 
get down to specific examples, for then 
it becomes abundantly clear that the 
wisdom of the specific application of 
the general principle is frequently not 
above question. y 

The organization of the subject 
matter of the proceedings is simple. 
It consists of an introductory part, 
four parts, embracing thirty-one chap- 
ters, devoted to federal problems, one 
part dealing with state income taxes, 
one part covering local income taxes, 
one part relating to international con- 
ventions, and one a general discussion 
of the taxpayer’s stake in good ad- 
ministration. 

Part One of the proceedings is de- 
voted to a general discussion of what 
are described as “basic goals of tax 
administration.” This section, in 
fact, turns out to be a short, general- 
ized, but not uninteresting, paper on 
the basic goals of taxation itself, in 





terms of social, economic, fiscal, 
ethical, and administrative con- 
siderations. 


Part Two is addressed to separate 
assessments of the responsibilities of 
each of the three branches of the 
Federal Government in developing 
taxes and taxing policy. These chap- 
ters are concerned with “administra- 
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tion” in its broadest sense. The most 
striking contribution to this part is 
a defense and appraisal by Under 
Secretary of the Treasury Foley of 
the propriety and advantage of par- 
ticipation by the executive branch in 
the formulation of tax legislation. 
Almost anywhere in the world out- 
side the United States (even if we 
include only the democratic world) 
the idea that such a fundamental 
proposition should need defending 
would surely be surprising. A more 
striking example of the persistence 
in our thinking of the doctrine of 
separation of powers could hardly be 
found than in the fact that a leading 
officer in the national administration 
needs at this late date to argue the 
right of the executive branch to have 
something to say about the revenue 
structure necessary’ to support its 
operations and policies. 

Part Two also contains a large 
share of the pronouncements of broad 
principle above mentioned which 
sound much better in the general 
statement than the specific applica- 
tion. Thus, Chapter V constitutes 
a strongly worded recommendation to 
the courts not to engage in “judicial 
law-making.” The slogan announced 
is “back to the statute” as a panacea 
for tax rules which are not “clear.” 
“Dependable” rules of construction 
should be followed, in which “leg- 
islative history ...should weigh 
little.” The only cure for interpre- 
tational difficulties is the “meticu- 
lously drafted statute’ which “must 
be taken as it stands.” 

Such admonitions take on flesh 
and blood only when applied to par- 
ticular cases, and it is here that the 
impact which implementation of the 
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ideas in Chapter V would have be- 
comes clearer. For example, the 
“business purpose” gloss on the re- 
organization sections, which first 
gained eminence with the Gregory 
decision, is cited as an example of 
unsound “departure from the statute.” 
This has led directly, it is said, to 
other distortions, such as the further 
gloss applied by the Basley and 
Adams decisions. A recommendation 
for dealing with this problem made 
by the Special Tax Study Committee 
to the Ways and Means Committee 
in the Eightieth Congress is cited as 
a start on the road away from “legis- 
lating” by the courts and back to the 
statute. This proposal was that no 
“conditions, requirements, or quali- 
fications not specifically expressed in 
the [statute] shall be applied” except 
on a showing of a “principal purpose” 
to avoid taxes. Not even this attempt 
to restrict the scope of judicial in- 
terpretation of the statutory words 
would, however, suffice, says the 
forum speaker, for “principal pur- 
pose” is not a precise concept. 

All this has an unreal sound. The 
whole notion of acceptable formula- 
tion of a complex statute so “me- 
ticulously drafted” as to free the 
Commissioner and the courts from 
any more difficult task than a mechani- 
cal reading of words is sheer will-o’- 
the-wisp. The answer to this sort of 
thing, in the very same context, was 
given fifteen years ago, oddly enough 
by Mr. Roswell Magill, who later, 
as Chairman of the Special Tax 
Study Committee, made the legisla- 
tive recommendation above quoted : 


... The purpose should be to 
express in the statute as simply as 
possible the general plan for dealing 
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with these transactions, leaving to the 
Department as in other cases the 
power to make rules and regulations 
to carry out the congressional intent. 
Congress has previously dealt with 
the subject of affiliated corporations 
in this way, with excellent results so 
far. In the case of complicated sub- 
jects of this kind, it is almost im- 
possible to foresee all the ingenious 
devices which lawyers will invent and 
to provide against them expressly in 
the statute. The more effective plan 
is to place the responsibility squarely 
upon the Department administering 
the law from day to day. It can readily 
amend its regulations to cover new 
situations as they arise.” 

The “supra-statutory” doctrines de- 
veloped in the reorganization cases 
are not the only examples given of 
unsound judicial “administration.” 
Chapter V covers also the “Higgins 
Departure” and the “Clifford De- 
parture.” Here again appears the 
idea that the element of unpredict- 
ability in judicial interpretation can 
be resolved if we use enough words. 
Despite adherence for thirty years 
to legislative drafting principles 
which have, for the most part, 
honored the idea of minutely detailed 
provisions, this goal has never yet 
been reached. In most complex situa- 
tions the choice really seems to be 
between some unpredictability and a 
statute which would either throttle 
legitimate transactions or guarantee 
widespread tax avoidance. 

Part Three contains a discussion 
of taxpayer relations with the federal 
taxing authority, primarily, of course, 
in terms of specific aspects of the 
Bureau of Internal Revenue organi- 


1 Revenue Revision 1934: Hearings be- 
fore the Committee on Ways and Means of 
the House of Representatives, 73rd Cong., 
2d Sess. 57 (1934). : 
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zation, but including also a paper on 
Canadian experience with the decen- 
tralization of the Department of Na- 
tional Revenue. This discussion was 
largely in the hands of Government 
representatives, who concerned them- 
selves primarily with explaining Bu- 
reau organization and practice. For 
my part, I found most interesting 
here scattered statements reflecting 
some basic, if homely, aspects of 
federal tax administration. Thus, the 
Chief Counsel of the Bureau says of 
the central administration that “In 
general, everybody knows what is 
going on at all times, and rightly so.” 
It is probably true that too few tax- 
payers and their counsel are fully 
aware of how relatively simple it can 
be for almost anyone to determine the 
general course of Bureau thinking on 
most problems. Secrets are really 
very few; the real barrier to most 
people is the element of strangeness 
and unfamiliarity in the vast organi- 
zation which administers the federal 
tax structure. Elsewhere in this part, 
a representative of the federal field 
agent organization points up the often 
hard-to-grasp truth that “Tax returns 
are investigated by men, not ma- 
chines” and recognizes that “if an 
agent is antagonized (rightly or 
wrongly) he may forget the custom- 
ary objective attitude and become un- 
duly concerned about the tax lia- 
bility”; simple aids to good relations 
are “an agreeable place to work” and 
“all the necessary books and records.” 
Such human considerations always 
will be of the essence in “adminis- 
tration.” 

Part Four of the federal discussion 
is entitled “Specific Administrative 
Problems.” The title is misleading 
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because, for the most part, the prob- 
lems taken up relate to the Bureau’s 
interpretation of substantive law in 
a variety of fields, such as deprecia- 
tion allowances, compensation prob- 
lems, unreasonable accumulations of 
earnings, and so forth. While the 
topics are interesting and much of 
the presentation enlightening, this is 
hardly “administration” in the usual 
application of the word, and, clearly, 
the subject matter strays from what 
the Chairman stated to be the “de- 
cision to concentrate on administra- 
tive as distinct from policy or sub- 
stantive tax problems.” The last 
section of this part gets back to 
administration problems in a descrip- 
tion of the operating problems of the 
Excess Profits Tax Council, pre- 
sented by its Chairman. 

Part Five, entitled “Practitioners’ 
Round Table on Administrative Prob- 
lems,” gets down to some detailed 
day-to-day problems of administra- 
tion in its narrowest, but not least 
important sense. Here, whether or 
not one agrees with a particular view- 
point or recommendation, the discus- 
tion is, in large part, on sounder 
ground. Can the Bureau further 
simplify tax forms? Would wider 
use of special experience, such as that 
of an advertising expert, help? Can 
accounting practices be made more 
uniform? Should post-review of 
settlements be abandoned or at least 
retained only as an advisory function 
aimed at pointing out to field offices 
erroneous precedents not to be re- 
peated? Can refund payment pro- 
cedures be speeded up by changes in 
review and scheduling techniques? 
Can procedural and substantive di- 
rectives to field offices from Wash- 
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ington be made more generally avail- 
able? Can a legislative program be 
devised to avoid some of the techni- 
calities and procedural complexities 
in refund cases before the federal 
courts? Can increased finality be 
given to administrative settlements 
short of the present closing agree- 
ment system? These are all pertinent 
questions on which open discussion 
should and did shed some light. How- 
ever, there is a difficulty even here. 
Within the limitations of time and 
organization, there is in a forum dis- 
cussion no opportunity for a full or 
careful analysis of all aspects of any 
of the myriad items of this type. If 
the need for changes in detailed pro- 
cedural techniques is to be pursued 
effectively, some continuing procedure 
must be developed for their presen- 
tation, full analysis, and adoption 
within the Bureau of Internal Reve- 
nue itself. In fact, I believe that the 
key to general improvement of fed- 
eral tax administration lies in the 
creation of an official organization 
with continuity of function, whose 
job will be constantly to review and 
study within the Bureau methods of 
improving specific aspects of admin- 
istration. That such an organization 
should not be insulated from the 
recommendations of responsible prac- 
titioners and their professional so- 
cieties and associations goes without 
saying. There is, in fact, a move in 
the direction of establishing such an 
aid to administration already under 
way, of which I would like to say a 
little further on. 

It must also be said that not all of 
Part Five stays on the right track. 
A good deal of the subject matter 
lapses into largely unsupported 
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charges of maladministration or pro- 
posals for reform almost wholly lack- 
ing in support or analysis. For ex- 
ample, the discussion in Chapter 
XXIX is devoted to a vigorous attack 
on th: propriety of a Bureau decision 
to litigate two particular cases as 
indicative of “something grievously 
wrong with . . . the Commissioner’s 
office and the Chief Counsel’s office.” 
Since this sweeping indictment is 
founded entirely on these two cases, 
in both of which the Government 
was sustained in the lower courts and 
in one by the Circuit Court of Ap- 
peals, whose decision the Supreme 
Court declined to review, the use- 
fulness of the cases to show gross 
administrative bungling is at least 
not entirely clear. Moreover, even 
if the examples were more apt, to 
conclude that something very serious 
is amiss in policy direction from a 
decision to litigate two cases, if they 
had no merit whatever, is not very 
helpful, particularly in the absence 
of any discussion or analysis of the 
internal procedures by which litiga- 
tion policy and decisions are con- 
trolled in the Bureau. Unfortunately, 
this example of easy generalization 
and something less than unbiased 
analysis does not stand alone. For 
example, in Chapter XXX, in one 
and a half pages, it is urged that the 
Commissioner should, other than in 
unspecified exceptional cases, either 
appeal all unfavorable Tax Court 
decisions or abide by them in all simi- 
lar cases. The merit of this highly 
simplified proposition is not only 
unclear on its face but also goes un- 
explained in the discussion. In an- 
other chapter it is urged that the right 
to a jury trial be granted the tax- 
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payer in the Tax Court, a recom- 
mendation which may or may not be 
defensible, but which is certainly not 
adequately supported in the discus- 
sion in question, since it receives no 
greater analysis than the very prag- 
matic one that the taxpayer may fre- 
quently be able to do better with a 
judge and jury than with a judge 
alone, and should not have to pay the 
tax in advance for the privilege. 
Elsewhere it is urged that the Gov- 
ernment policy in cases of voluntary 
disclosure of fraud should have the 
benefit of “official clarification,” as- 
suring that it will be “liberally ad- 
ministered,” and that otherwise the 
policy should be abandoned. Again 
the idea may or may not have merit, 
but complete absence of analysis or 
concrete proposal renders the dis- 
cussion virtually useless. 

Part Six deals with the problems of 
administering state income taxes. 
Without necessarily agreeing with all 
of it, it seems to me much better than 
the four parts on federal questions. 
There is included a general discus- 
tion of state problems and three 
specific topics. The most interesting 
of the latter is a paper by the Deputy 
Commissioner and Counsel of the 
New York State Department of Tax- 
ation and Finance on the great need 
for some uniformity of taxing policy 
between the federal and state taxes, 
the various state income taxes them- 
selves, and between state and _ local 
levies. Reciprocal exchanges of in- 
formation and establishment of an 
Intergovernmental Agency for col- 
laboration are urged as helpful steps 
toward a solution of the difficulties. 

Part Seven contains two chapters 
on the application and operation of 
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the fast-growing field of local income 
taxes. This is an area of increasing 
complexity and difficulty. The discus- 
sion outlines the experience with local 
income taxes in Pennsylvania, and 
includes a plea for repeal of the pres- 
ent local levies, on the grounds that 
they are too difficult to apply in many 
industries, that they cost too much to 
administer, lack standardization of 
forms and uniformity in reporting 
periods, and contain too complex in- 
formation requirements. In the alter- 
native, and presumably tongue-in- 
cheek, it is argued that if such levies 
are to be required, jurisdiction should 
be based on residence and no with- 
holding of tax or information at the 
source should be required. In addi- 
tion, the taxes should not be applied 
to company and corporate profits. 
The proceedings of the forum 
approach their close in Part Eight 
with an appraisal of the corporate 
taxpayer’s stake in efficient tax ad- 
ministration. The central portion of 
the discussion is built not around the 
income tax but around local gasoline 
taxes. The keynote is the value to 
“industry of having its experts spend 
their time on better administration, 
the closing of tax loopholes, and the 
stopping of evasion, rather than a 
continuous fight on tax rates... .” 
The final section (Part Nine) is a 
somewhat special one, dealing with 
“international income tax administra- 
tion” and primarily the administrative 
problems of international tax conven- 
tions. It includes an exchange of 
views between a member of the Office 
of the Tax Legislative Counsel of the 
Treasury and a representative of 
foreign trade interests on the ex- 
change of information and assistance 
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in collection provisions of tax treaties. 
The governmental viewpoint ex- 


pressed is that the elimination of 
international double taxation requires 
adequate automatic exchange of in- 
formation between contracting parties 
to avoid in many cases substituting 
for double taxation either preferential 
taxation or no taxation at all ; specific 
information provisions in existing 
treaties have not been abused and 
often are of practical assistance in 
avoiding a double tax and in prevent- 
ing tax evasion crossing international 
boundaries ; the United States should 
be placed through reciprocal collection 
assistance provisions, in a position to 
enforce the tax obligations of ex- 
patriated citizens. 

As against this viewpoint, the 
foreign trade associations’ representa- 
tive advanced the view that informa- 
tion exchange will tend to benefit 
other countries more than us, may 
prevent our extending “political 
sanctuary” to the property of “fright- 
ened residents” of other countries 
which has been hidden here, may 
stifle foreign trade because even 
“conscientious taxpayers” may be un- 
willing to go into a foreign country if 
that country may obtain information 
from the United States to aid in 
enforcing tax claims which “may be 
erroneous or arbitrary,” or if such 
country may engage in “fishing expe- 
ditions” for specific information. 
Collection assistance which the United 
States might obtain in recovering 
unpaid taxes from expatriated citi- 
zens was criticized on the peculiarly 
inapposite ground that the United 
States should, in fact, consider ex- 
empting income of its citizens abroad 
instead of pursuing them for evasion. 
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On the other hand, United States 
nationals might be unwilling to go 
abroad, it was said, if the United 
States was committed to helping the 
foreign country collect the taxes they 
incurred abroad. Again the sugges- 
tion was made that foreign govern- 
ments tend to be arbitrary and un- 
fair in their assessments and that aid 
cannot, therefore, safely be given to 
them to enforce their claims. 

The question of international ex- 
change of information and collec- 
tion assistance is a troublesome one. 
Nevertheless, the case for declining 
to cooperate in tax enforcement with 
other nations with which we have 
trade and financial connections justi- 
fying anti-double tax treaties, must 
surely be bottomed on something 
more fundamental than the view that 
we have less to gain than they and 
that, in any event, such countries are 
characterized in their tax administra- 
tion by unfair and arbitrary customs 
and procedures which make our grant- 
ing assistance inappropriate. Such 
attitudes will not ultimately advance 
United States interests in a world 
with which, to an ever greater extent, 
we are going to have to rub shoulders 
if we are to continue to prosper. 

I have little faith in public forums 
or other sporadic discussions as 
means of improving the technique: « 
tax administration. A forum (mcre 
effective than the one here considered) 
may inform as to administrative prob- 
lems, although the presentation will 
almost certainly be incomplete. The 
real job of analysis and, more im- 
portantly, of implementation must 
center in a continuing organization, 
probably within the administrative 
organization itself. At the federal 
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level, the Bureau of Internal Revenue 
has already shown an appreciation of 
the fact that the unprecedented ex- 
pansion of its duties and responsi- 
bilities in the past fifteen years, and 
especially in the past six has made it 
essential to give thought to revision 
of its administrative organization at 
virtually all levels. 

In the past two years the move 
toward a complete overhaul of Bu- 
reau organization and procedures has 
become crystallized by two specific 
events. The first was the investiga- 
tion of the Bureau by an outside 
group of experts. This study was 
initiated by the Joint Committee 
on Internal Revenue Taxation which 
named the experts as an Advisory 
Committee. The move was welcomed 
and assisted by the Bureau itself. 
The Committee filed its report in 
April, 1948,? and this was accom- 
panied by release of preliminary com- 
ments on its findings and recommen- 
dations by the then Under Secretary 
of Treasury, Archibald L. M. Wig- 
gins, and Commissioner of Internal 
Revenue Schoeneman.® 

The Advisory Committee report 
recognized the efforts the Bureau had 
made to keep its organization abreast 
of its constantly increased load of 
work, but it advocated inauguration 


2 Investigation of the Bureau of Inter- 
nal Revenue: Report to the Joint Commit- 
tee on Internal Revenue Taxation by the 
Advisory Group, appointed pursuant to 
Pub. L. No. 147, 80th Cong. (1948). U. S. 
Government Printing Office, Washington, 
dD. 

8 Investigation of the Bureau of Internal 
Revenue: Statements by the Treasury De- 
partment and Commissioner of Internal 
Revenue (1948). U. S. Government Print- 
ing Office, Washington, D. C. 
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of many modifications and changes, 
over a wide area, classified by sub- 
ject as follows (p. 8): 


1. Staff agency for the Commis- 
sioner 

2. Reorganization of field offices 

3. Reorganization of Washington 
office 

4. Improvements in tax return 
forms 

5. Reorganization of accounting, 

recording, filing, and indexing 


systems in the collectors’ offices 


6. Validation of withholding state- 
ment 

7. Expanded use of depository 
receipts 

8. Processing assessments and 
claims 

9. Offers in compromise 

10. Post review 

11. Joint committee approval of re- 


funds 

12. Refund checks 

13. Closing agreements 

14. Substitution of 
stamps 

15. Training personnel 

16. More effective use of personnel 

17.. Audit adjustments effecting tim- 
ing of net income 

18. Housing 

19. Planning office lay-out 

20. Reducing peak load periods 

21. Amendments to administrative 
section of the Internal Revenue 


Code 


In the letter transmitting its re- 
port, the investigating group said, in 
part (pp. V-VI): 


meters for 


Your Committee on the Adminis- 
tration of the Internal Revenue pre- 
sent a report which finds that the 
enforcement activities of the Bureau 
of Internal Revenue are inadequate 
to cope with the responsibility of 
equitable tax administration. The en- 
forcement staff is too small; it is in 
part underpaid, in part undertrained, 
and in part ineffectively directed. 

A recruitment and training pro- 
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gram which will strengthen the in- 
vestigatory personnel in numbers and 
competence should be put into opera- 
tion as soon as practicable. 

Your committee recommend equal 
priority in action be given to re- 
organizing the management of the 
Bureau with a view to greater econo- 
my and efficiency and to more effec- 
tive utilization of enforcement ex- 
penditures. 

There is a tremendous volume of 
routine record keeping and handling 
involved in receiving, processing, and 
storing annually well over 200,- 
000,000 tax returns and associated 
documents. The present Bureau or- 
ganization is not the one best suited 
to the task. By the application of 
modern management techniques and 
mechanical aids, significant savings 
can be effected if the necessary in- 
vestment in personnel, equipment, 
and suitable space is made. 

A program of continuing study 

and scientific analysis of the enforce- 
ment activities of the Bureau is also 
essential if its appropriations are to 
be most effectively employed. . 
To meet this responsibility fully, he 
[the Commissioner] needs a staff 
agency attached to his office and 
equipped with experienced technical 
personnel. ...In brief: give the 
Commissioner the tools to work with 
and make him responsible for their 
effective and timely use. 

Our Report contains numerous 
comments and suggestions on Bureau 
procedure and practice. Such com- 
ments in the main are based upon a 
preliminary investigation and ap- 
praisal. We have mentioned some 
of the more important and promising 
improvements but have not had suffi- 
cient time or resources fully to estab- 
lish their merit or practicability. 
Without doubt, however, most of the 
suggestions, in some form or other, 
would improve Bureau procedure 
and management. 


Significantly, following the render- 
ing of this report, and in view of the 
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tentative character of its recommen- 
dations, the Bureau proceeded to 
complete the previously initiated or- 
ganization of its permanent manage- 
ment staff. It also set up a Committee 
to Direct Management Studies, un- 
der the Chairmanship of Mr. Wiggins 
and the Vice-Chairmanship of Com- 
missioner Schoeneman. There is, 
thus, now, on the one hand, a work- 
ing management group in the Bureau 
charged directly with supervising 
operations and detecting and dealing 
with trouble areas, and on the other, 
a standing advisory committee to ex- 
plore changes and recommend im- 
provements in administration. 

The Committee to Direct Manage- 
ment Studies completed its first year 
of operations on June 30, 1949. Its 
first annual report to the Secretary 
of the Treasury has been made.* The 
principal attainments of the Com- 
mittee in its first year included facili- ~ 
tation of some ten caanges in Bu- 
reau administration listed as major 
improvements, and a number of de- 
velopments and modifications of pro- 
cedures which the Committee recom- 
mended as important. The major 
improvements include decentraliza- 
tion of the audit classification of 
individual income tax returns, revised 
procedures for processing informa- 
tion returns, the sample audit control 
program with which many taxpayers 
are becoming personally familiar, re- 
design of audit review to cover re- 
turn audits by collectors’ offices and 
to increase uniformity of interpre- 


4Report of the Committee to Direct 
Management Studies of the Bureau of 
Internal Revenue (Fiscal Year 1949), 
Treas. Dep’t, Washington, D. C. (July 30, 
1949). 
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tation, extension of the use of me- 
chanical equipment in processing 
estimated tax returns and individual 
returns, retention of all individual 
tax returns and 95 per cent of all 
excise tax returns in collectors’ offices, 
accompanied by decentralization of 
the handling of requests by taxpayers 
for copies of tax returns. 

The important procedural develop- 
ments included such items as the 
adoption of a new combined form 
for reporting withholding and em- 
ployment taxes, revision of the in- 
struction booklet “Your Federal In- 
come Tax” into a “best seller,” an 
accelerated microfilming program for 
collectors’ offices, the start of an 
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operational study by a leading man- 
agement-engineering firm. 

The Committee to Direct Manage- 
ment Studies seems to be on the right 
track. It is to be hoped that its activi- 
ties will be continued and broadened 
with sustained drive and intensity. 
There is much to be accomplished. 
Benefits of national importance can 
be the product of a continued ener- 
getic and skillfully directed program 
for improved and revised income tax 
administration. 

—Aprian W. DeEWInp * 

* Member of the firm of Paul, Weiss, 
Wharton & Garrison; formerly Tax Legis- 
lative Counsel of the Treasury ; Lecturer in 
Federal Taxation, New York University 
School of Law. 
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Aliens And The Federal Income Tax 


GEORGE S. ALLAN ann SIDNEY S. COGGAN 


O,. the limitless income tax complications that human flesh is heir to, 
foreigners despite some consoling points of advantage have a copious 
share. This is true not only because of the jurisdictional and mechanical 
difficulties of tax collection, together with the lack of any consistent 
overall Congressional taxing policy, but also because of the unusually 
blurred language of the applicable statutory provisions. True, there is 
hardly a basic concept or phrase in the Internal Revenue Code, from 
“gross income” onward, that has crystal-clear implications, but in most 
such instances the regulations and the decided cases provide detailed 
examples which greatly lessen the confusion. This sharpening of termi- 
nology is less apparent in the field of foreign taxpayers. Is a particular 
alien a “resident” of this country? Is a particular foreign corporation “en- 
gaged in trade or business” within the United States? Is a particular item 
of income, for example the profit upon a sale, from “sources” within the 
United States? The Code makes no attempt to answer the first two 
questions ; it is more verbose but not a great deal clearer as to the third 
type of problem. Even the regulations are singularly bashful about 
giving concrete substance to these basic concepts. Such phrases as “resi- 
dence,” “engaged in business,” or the “situs” of tangibles or intangibles 
are common verbal tools which have been used by many carpenters in 
other fields of the law without becoming noticeably keener. In taxation, 
as elsewhere, the striving for administrative facility and for conformity 
to real or supposed policy objectives has done more to shape the meaning 
of such concepts than has the dictionary. The purpose of this article is 
to outline the relevant Code provisions and to appraise some of the more 
important recent cases, rulings, and treaty developments in this some- 


Georce S. ALLAN (Ph.B., University of Chicago, 1933; LL.B., 1936, LL.M., 1937, 
Harvard Law School), a member of the New York and Illinois Bars, is associated with 
Lord, Day & Lord, New York City, and is a lecturer on federal taxation, New York 
University School of Law. 
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[The subject matter of this article, i.e., the main income tax problems of aliens, is the 
converse of that dealt with in the same authors’ Tax Planning for Foreign Trade, 3 Tax 
L. Rev. 23 (1947). —Eb.] 5 
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what nebulous field. In the interest of brevity and, it is hoped, of clarity 
no attempt at aH-inclusiveness has been made. 

The tax terrain which foreigners must tread is bounded chiefly by 
section 119, defining income from United States sources, sections 143 
and 144, dealing with the withholding of tax at the source as against 
foreign taxpayers, sections 211-219 (Supplement H) concerning non- 
resident alien individuals, and sections 231-237 (Supplement I) con- 
cerning foreign corporations. Citizens, resident aliens, and domestic 
corporations are, of course, generally taxable upon their whole income 
regardless of source. On the other hand, where the recipient is not within 
any of the classes taxable upon income regardless of source, but rather is 
a nonresident alien or a foreign corporation, then no more than income 
from sources within the United States can be held taxable.* As to non- 
resident aliens and foreign corporations not engaged in trade or business 
here, the law does not go even this far, but taxes such recipients only upon 
“fixed or determinable annual or periodical” income from United States 
sources.* Such foreign taxpayers not engaged in trade or business here 
are, in substance, taxable on a gross receipts basis as to fixed or determin- 
able items, with no allowance for expenses.* If engaged in trade or 
business here, they are taxable upon all types of income from United 
States sources whether or not “fixed or determinable” income, but only 
upon a net income basis.* The initial problem is the determination of 
items regarded as originating from United States sources under section 
119, which merely classifies receipts as to source without actually impos- 
ing a tax.* In so doing, it provides an excellent spring-board into the 
anomalies and paradoxes which characterize this field. 





1 Reg. 111, Sec. 29.11-2. 

2T.R.C. §§212(a) and 231(c). 

8T.R.C. §§211(a) and 231(a). 

4 With the exception of nonresident alien individuals receiving gross income in excess 
of $15,400 from United States sources; I.R.C. §211(c). As to possible deductions in the 
case of a foreign corporation, with United States income, which finds itself classified as 
a personal holding company under subchapter A of the Code, see Rudick, Personal 
Holding Companies Owned by Nonresident Aliens, 1 Tax L. Rev. 218 (1946). 

5T.R.C. §§213-216, 232-234. 

6 In addition to its particular relevance to the taxation of foreigners, section 119 of 
course has further application to the computation of foreign tax credits under section 131, 
the availability of section 109 to domestic western hemisphere trade corporations and of 
Supplement K dealing with China Trade Act corporations, as well as the treatment of 
income from sources within possessions of the United States under Supplement J of 
the Code. 
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I. Section 119 
(a) Interest: 


Section 119(a)(1) provides, in substance, that interest from the 
United States,” or any territory or political subdivision thereof, and in- 
terest on bonds, notes, or other interest-bearing obligations of residents, 
corporate or otherwise, is income from sources within the United States. 
To this general proposition there are three statutory exceptions: (a) 
interest on deposits with persons carrying on the banking business which 
is paid to persons not engaged in business within the United States; * 
(b) interest received from resident alien individuals, resident foreign 
corporations, or domestic corporations less than 20% of whose gross 
income for a three-year period ending with the close of the taxable year 
preceding the payment of such interest, or for such part of such period 
as may be applicable, has been derived from United States sources; and 
(c) income derived by a foreign central bank of issue *® from bankers’ 
acceptances. 

The question as to what constitutes interest for purposes of this sub- 
division has naturally required some elaboration. The term has been held 
to include interest on refunds of federal income taxes,*® on condemnation 
awards,” on insurance policies,” the interest factor included in a judg- 


7 See Reg. 111, Sec. 29.22(b) (4)-6, as to the exemption of interest upon United States 
obligations issued prior to March 1, 1941 in the case of nonresident aliens and foreign 
corporations not engaged in business in the United States. Although the regulations do 
not specifically so provide, state or municipal bond interest received by such taxpayers 
would, of course, be exempt under the general terms of section 22(b) (4). 

8 Cf. ILR.C. §863(b), exempting such deposits from federal estate tax on the death of 
nonresident aliens. See City Bank Farmers Trust Company v. Pedrick, 168 F.2d 618 
(C.C.A.2d 1948); Estate of Anna F. De Ejissengarthen, 10 T.C. 1277 (1948); Estate 
of Davey, 10 T.C. 515 (1948); Estate of Gade, 10 T.C. 585 (1948); cf. Estate of 
K. Jandorf v. Comm’r, 171 F.2d 464 (C.C.A.2d 1948). 

Where the interest is paid in the United States to a trustee over whom a nonresident 
alien beneficiary has no control and is remitted by the trustee to his cestui, it has been 
held that the character of interest is lost and the transaction is treated as the distribution 
of trust income. Vondermuhll v. Helvering, 75 F.2d 656 (App. D. C. 1935); G.C.M. 
9156, X-1 Cum. Butt. 166 (1931). 

As to the question of who is engaged in the banking business, see Fajardo Sugar Co., 
20 B.T.A. 980 (1930) ; Samuel Rosenblum, Adm’r vy. Anglim, 135 F.2d 512 (C.C.A.9th 
1943). 

Purchasing activities through agents coupled with the maintenance of bank accounts 
in this country apparently are sufficient to constitute engaging in business here for the 
purpose of this provision. I.T. 1406, 1-2 Cum. Butt. 151 (1922). 

9 Reg. 111, Sec. 29,119-2 explains that a foreign central bank of issue is a bank which 
is by law or government sanction the principal authority (other than such government) 
issuing instruments intended to circulate as currency, and states that such banks are 
generally the custodians of the banking reserves of their countries. 

10 Helvering v. Stockholms Enskil-ia Bank, 293 U.S. 84 (1934) ; Reg. 111, Sec. 29.119-2. 

11 Waldorf Astor, 31 B.T.A. 1009 (1935). ; 

12 G.C.M. 21157, 1939-1 Cum. Butt, 141. 
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ment as well as interest on the judgment itself,’* and damages for failure 
to pay interest coupons in a foreign currency, as agreed, where the 
coupons apparently were owned independently of the bond."* Similarly, 
according to I.T. 3889,*° the increment on United States Treasury bills 
issued at a discount constitutes interest subject to withholding. Although 
there are no cases directly in point, it is unlikely that the courts would 
encourage tax avoidance by treating the proceeds from a sale of interest 
coupons as exempt capital gain in the hands of a nonresident alien, 
rather than interest.*® 

It is now well established that the source of interest is not dependent 
upon the place where it is paid,*’ or where the obligation was incurred,” 
or upon the physical location of the written instrument on which the 
obligation is based,*® but rather upon the residence of the obligor. In 
A.C. Monk & Company * the taxpayer was a domestic corporation which 
maintained a branch sales office in China. The Chinese branch employed 
a Chinese national as sales agent. The agent was allowed to sell on credit, 
but the branch office required him to make substantial deposits with the 
company by way of security against the credit risks, and the taxpayer 
paid interest on such deposits by checks on bank accounts maintained in 
China. The taxpayer argued that the payments were not subject to with- 





18 G.C.M. 21968, 1940-1 Cum. Butt. 67; Comm’r v. Raphael, 133 F.2d 442 (C.C.A.9th 
1943), cert. denied, 320 U.S. 735 (1943). 

1417.T. 3216, 1938-2 Cum. Butt. 183. 

15 1948-1 Cum. Butt. 78. On the other hand, gains from the purchase in the United 
States of bills or bank acceptances at a discourit, followed by subsequent collection or 
sale, are not treated as interest; such gains might give rise to income from United States 
sources if the obligor is a resident, but would still not be regarded as fixed or determinable 
income subject to withholding. See O. 1024, 2 Cum. Butt. 189 (1920) ; O.D. 534, 2 Cum. 
Butt. 103 (1920); I.T. 2330, VI-1 Cum. Buti. 76 (1927); cf. Sumitomo Bank, Ltd., 
19 B.T.A. 480 (1930). If such profits are not in the nature of interest, it is somewhat 
curious that subdivision (C) of section 119(a)(1), exempting income from bankers’ 
acceptances derived by a foreign central bank of issue, has been retained in the statute. 

Tax need not be withheld on accrued interest paid to a nonresident alien upon the 
sale of a bond between interest dates; Reg. 111, Sec. 29.143-1. No direct precedent has 
been noted as to whether the nonresident vendor should nevertheless report such an 
amount. 

16 But cf. Lloyd v. Comm’r, 154 F.2d 643 (C.C.A.3d 1946), cert. denied, 329 U.S. 717 
(1946). 

The principle of Helvering v. Horst, 311 U.S. 112 (1940) would no doubt be applicable 
whether the donor of the interest rights is a citizen or a foreigner. 

17 Motty Ejitingon, 27 B.T.A. 1341 (1933). The doctrine of constructive receipt is, 
of course, applied to interest paid to aliens. G.C.M. 13366, XIIJ-2 Cum. Butt. 164 (1934). 
18 A. C. Monk & Company, Inc., 10 T.C. 77 (1948) ; Motty Eitingon, note 17 supra. 

19 ],T, 2792, XIII-1 Cum. But. 85 (1934) ; G.C.M. 13366, note 17 supra. 

20 Note 18 supra. Apparently the sole test under sections 119(a)(1) and 119(c)(1) is 
the residence and not the citizenship of the obligor, with the result that interest paid 
by a United States citizen residing outside this country would not be income from United 
States sources. 
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holding, since the transactions did not give rise to an “interest-bearing 
obligation” within the meaning of section 119(a) (1), and also since they 
were made from Chinese funds and arose out of transactions occurring 
in China. The Tax Court upheld the Commissioner on the ground that 
the source of the payment of interest was the obligor’s residence, namely, 
the United States.** Similarly, in 1.T. 3940 * a domestic company bor- 
rowed money from a Cuban bank, a nonresident foreign corporation. 
The collateral was located in Cuba and the interest was payable there. 
The interest was paid to the foreign lender by checks drawn on a domestic 
bank. Such interest was ruled to be income from sources within the 
United States and subject to withholding. On the other hand, although 
the International Bank is a resident foreign entity, an unpublished ruling ** 
states that interest on its bonds paid to nonresident aliens or nonresident 
foreign corporations shall not be treated as taxable income from United 
States sources, partly because of the relevant treaty provisions and partly 
because its income from United States investments, being tax-exempt 
under section 116(c), could not be considered in computing income from 
United States sources under section 119(a)(1)(B). 

The tax on interest from sources within the United States is reduced in 
rate or abolished under certain of the various conventions for the avoid- 
ance of double taxation on income to which the United States is a party.** 


*1 But cf. 1.T. 3280, 1939-1 Cum. Butt. 197, holding that payments under an annuity 
policy issued in China by an American insurance company, doing business in China and 
keeping its reserves against Chinese policies in that country, were not from sources 
within the United States, the annuity contract having a situs in China. Sce also G.C.M. 
21187, note 12 supra; cf. Tonopah & Tidewater R. R. Co., Ltd. v. Comm’r, 112 F.2d 
970 (C.C.A.9th 1940). 

22 1949 Int. Rev. Butt. No. 4 at 12 (1949). 

23 See 474 CCH J 6279. 

24 See the treaties with Canada (Art. XI, reducing the rate to 15% where the recipient 
is not engaged in trade or business here) ; United Kingdom (Arts. VII and XV, eliminat- 
ing United States tax altogether, with the same qualification, unless paid to a parent 
company) ; the Netherlands (Arts. V, VIII, and XII, to the same general effect as the 
British provisions, except as to interest from mortgages secured by real estate) ; Den- 
mark (Art. VII, completely eliminating such taxation if the recipient has no permanent 
establishment here). See also the following treaties which are not yet effective: Nor- 
wegian treaty (Art. VI, similar to the Danish provisions); Union of South Africa 
treaty (Art. XII, providing no exemption except as to interest paid by South African 
corporations having income from United States sources to South African residents or 
corporations) ; Irish treaty (Art. VII, similar to the British provisions). No comparable 
provisions are contained in the treaties with France or Sweden, or the pending treaties 
with Belgium and New Zealand. 

For helpful discussions of certain of the income tax treaties see Alexander, The Income 
Tax Convention with the United Kingdom, 2 Tax L. Rev. 295 (1947) ; Blough, Treaties 
to Eliminate Double Taxation and Fiscal Evasion in Proceepincs orf New York UNI- 
veRSITY Firth ANNUAL INSTITUTE OF FEDERAL TAXATION 208 (1947); Carroll, Tax 
Conventions with the Netherlands and Denmark, 26 Taxes 1026 (1948); Carroll, Tax 
Convention with France, 26 Taxes 952 (1948); Carroll, Third Tax Convention with 
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In some cases, in order to discourage a foreign parent company from 
withdrawing profits from a United States subsidiary by interest rather 
than dividends and thereby enabling the subsidiary to deduct the amounts 
against its own income, this exemption does not cover interest paid to a 
foreign company controlling more than half the subsidiary’s stock. 





(b) Dividends: 


Somewhat as with reference to interest, section 119(a)(2) adopts a 
dual test as to the source of dividend income, looking both to the domestic 
or foreign nature of the declaring company and to the source of that 
company’s income. Subdivision 119(a)(2)(A) provides, in substance, 
that dividends from a domestic corporation are, naturally enough, in- 
come from United States sources.”* To this rule there are two exceptions : 
corporations entitled to the benefits of section 251,” and corporations 
less than 20% of whose gross-income was derived from United States 
sources for a three-year period ending with the close of the taxable year 
preceding the declaration of the dividend.” The latter limitation as to 
dividends paid by domestic corporations is similar to the preceding limita- 
tion in section 119(a)(1)(B), as to interest. 

However, in striking contrast with the interest provision is section 
119(a)(2)(B), providing that dividends from foreign corporations are 
also to be treated as income from United States sources unless 50% or 
more of the paying corporation’s gross income for a three-year period 
ending with the close of the taxable year preceding the declaration of 
the dividend was derived from sources outside this country. Such divi- 
dends, however, are taxable only in the proportion that the gross income 
of the corporation from United States sources for the three-year period 


France, 25 Taxes 208 (1947); Castimore, Income Tax Treaties with France, Sweden 
and Canada, and the Convention with Great Britain and Northern Ireland in PRocEEDINGS 
oF New York University Fourth ANNUAL INSTITUTE OF FEDERAL TAXATION 537 
(1946) ; Gilpin and Wells, International Double Taxation of Income: Its Problems and 
Remedies, 28 Taxes 9 (1950) ; Ke Chin Wang, International Double Taxation of Income: 
Relief through International Agreement, 1921-1945, 59 Harv. L. Rev. 73 (1945) ; King, 
Modification of United States Tax Law by Treaty, 26 Taxes 1001 (1948); Sherriff, 
Income Tax Convention between the United States and Great Britain, 24 Taxes 765 
(1946) ; Sweeney, Avoidance of Double Income Taxation—The United States—United 
Kingdom Convention, 26 Taxes 732 (1948). 

25 The source of dividend income is not changed by the fact that the dividend may be 
received through a distributable foreign trust rather than directly from the company. 
Bence v. United States, 18 F. Supp. 848 (Ct. Cl. 1937). 

26 There is no specific statutory exemption as to dividends from China Trade Act cor- 
porations (except for distributions to residents of China), although such dividends might 
be excludible under the second exception contained in section 119(a) (2) (A). See I.R.C. 
§§261-265, 116(f) ; I.T. 2119, III-2 Cum. Butt, 191 (1924). 

27 Cf. I.T. 2167, IV-1 Cum. Butt. 42 (1925). 
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bears to its total gross income.** Dividends even from a nonresident 
foreign corporation may fall within these provisions, although interest 
paid by such a company would wholly escape tax. On the other hand, 
dividends paid by a foreign corporation are covered only if 50% or more 
of the company’s income originated here, and then only to a proportionate 
extent, whereas interest paid by a resident foreign corporation is fully 
taxed, without any proration, if only 20% of the company’s income 
originated here. The higher breaking point applicable in the case of 
dividends, combined with the three-year period for determining the rele- 
vant percentage of United States corporate income, allows a considerable 
opportunity for jockeying the assets of a foreign corporation or timing 
its distributions in such a way as to escape United States taxation. 

However, under section 143(b) a foreign company paying dividends 
which are taxable under section 119(a) (2) (B), is not required to with- 
hold United States tax on such dividends unless it is engaged in trade or 
business here and also derived more than 85% of its income from United 
States sousces. Thus, the conditions which compel the company to act as 
a tax-collecting agent are quite different from those which require the 
ultimate recipient of the dividend to file a United States return and pay 
the tax. In the absence of such withholding, the collection of tax from 
the shareholders raises difficult practical problems. True, if the non- 
resident owner of the foreign company’s shares has any assets within 
the jurisdiction of the United States, such assets may be levied upon; 
for example, shares of stock owned by the recipient in United States 
corporations might conceivably be levied upon even though the stock cer- 
tificates are outside this country. The foreign shareholder could, of course, 
be proceeded against directly upon any entry to this country. However, 
our Government would often have no means of even ascertaining the 
identities or addresses of the foreign company’s shareholders, and the pay- 
ment of such taxes has no doubt been blithely ignored in practice. 

In recognition of these difficulties, there has been a tendency in the 
various tax treaties entered into by the United States to limit the applica- 
tion of section 119(a)(2)(B). For example, dividends (and interest) 
paid by a British company are exempt from United States tax under our 
tax convention with the United Kingdom,” regardless of the percentage 


28 Dividends from one foreign company (having United States income) to another 
foreign company might also bring the latter’s dividends within the scope of section 
119(a)(2)(B). For example, if corporation X, a Swiss company, receives 80% of its 
income from company Y, a Canadian corporation, which in turn derives all its income 
from the United States, dividends paid by Y to X would be taxable and dividends paid by 
X to its own shareholders would also be income from United States sources to a pro- 
portionate extent. 

29 Art. XV, which is retroactive to 1936; see Technical Memorandum of the Treasury 
Department on the Convention. 
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of the British company’s gross income from United States sources, in all 
cases except where the recipient is a citizen or resident of the United 
States or a United States company. Somewhat more narrowly, Article 
XII of the Canadian Income Tax Convention provides that dividends 
(or interest) paid by a Canadian corporation are in no case taxable by 
the United States as against a nonresident alien resident in Canada, or 
another Canadian corporation.*® Although the result was probably un- 
intended, these provisions exempt from United States tax dividends paid 
by a British or Canadian company to another corporation of the respective 
other country (or under the British treaty, even to a non-British com- 
pany), even though the recipient corporation is resident in the United 
States and even though the entire income of the paying company may 
have originated in the United States. 

At present, dividends paid to a domestic or a resident foreign corpora- 
tion by another foreign company, even though all the latter’s income is 
from United States sources, do not qualify for the 85% dividends- 
received credit which is available as to dividends received from a United 
States company.** Thus, the tax on any such dividends paid by one resi- 
dent foreign corporation to another is generally at the rate of 38% 
rather than an effective rate of 5.7%. The proposed Revenue Revision 
Act of 1948, which failed of passage, contained a provision to correct 
this situation by allowing a dividends-received credit as to dividends paid 
by a resident foreign corporation deriving more than 50% of its gross 
income over a three-year period from United States sources, the credit 
to be proportionate to the amount of the paying company’s income derived 
from such sources.*? Such an amendment would remedy, at least in part, 
an obvious discrimination. 

To insure an equitable computation of the foreign tax credit granted 
under section 131, taxable dividends from foreign corporations are ex- 
pressly treated as income from sources outside the United States regard- 
less of the origin of the company’s income.** As in the case of domestic 
recipients, the word “dividend” may include stock redemption transac- 


80 See also, for example, treaties with Denmark (Art. VI-(1)); the Netherlands 
(Art. XII); New Zealand (not yet effective, Art. XII); Sweden (Arts. VII-(1) and 
VIII) ; Union of South Africa (not yet effective, Art. XII). In some instances the 
treaties provide for the exemption from, or a reduced rate of, tax in the case of dividends 
paid by a domestic corporation to a foreign shareholder or parent corporation. See treaties 
with Belgium (not yet effective, Art. VIII); Canada (Art. XI); Denmark (Arts. 
VI-(2) and (3)); the Netherlands (Arts. VII, XII); New Zealand (not yet effective, 
Art. VI) ; Sweden (Art. VII) ; United Kingdom (Art. VI). 

31 L.R.C. §26(b). 

82 See Sec. 120 of H.R. 6712, 80th Cong., 2d Sess. 

33 T.R.C. §119(a) (2) (B). 
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tions which have the practical effect of a dividend.** The determination 
of the source of a foreign company’s income for purposes of section 
119(a)(2)(B) may also involve the appearance of that old acquaintance, 
the Sansome * doctrine, as where the particular company was not in 
existence during the entire three-year period before a dividend distribu- 
tion, but had taken over the earnings of a predecessor corporation. In 
Georday Enterprises, Ltd. v. Commissioner ** corporation A of Delaware 
had been formed in 1922, owned by a nonresident alien, and accumulated 
a surplus of approximately $700,000 from United States operations 
without ever declaring any dividends. As part of an apparent plan to 
withdraw all or part of that surplus without United States taxation, 
company B was organized in Canada in 1931 and purchased all the 
capital stock of corporation A from the foreign individual. At approxi- 
mately the same time, corporation C, a Newfoundland corporation, was 
organized. On January 22, 1932 corporation A transferred all its assets, 
subject to liabilities, to C in exchange for the latter’s entire capital stock. 
A distributed the shares so received to company B, A being later dis- 
solved. On the same day, January 22, 1932, corporation C declared a 
large dividend. It was stipulated that more than 50% of A’s income for 
the three-year period prior to 1932 had been from United States sources. 
It was held that the dividend was income from sources within the United 
States and taxable to foreign corporation B; the earnings of A, which 
were from United States sources, retained their character under the 
Sansome principle when distributed to C in a tax-free reorganization. 

In Aramo-Stiftung v. Commissioner * certain dividends were clearly 
United States income, but a question of constructive receipt was involved. 
A “stiftung,” or foundation, created under the laws of Liechtenstein by 
residents of Switzerland was the undisclosed owner of American securi- 


34 DeNobili Cigar Co. v. Comm’r, 143 F.2d 436 (C.C.A.2d 1944). As to the with- 
holding problem in this connection, cf. I.T. 3781, 1946-1 Cum. Butt. 119, stating in a 
very analogous situation that where distributions pursuant to a plan of reorganization 
have the effect of a dividend distribution under section 112(c)(2), such amounts are 
nevertheless not subject to tax withholding at the source when paid to nonresident alien 
shareholders. Presumably the withholding requirement is relaxed in the latter situation 
because the taxability of the amount as a dividend would there hinge upon the distributee’s 
cost basis of the securities, which would not be within the knowledge of the paying 
company. 

Partial liquidations of American subsidiaries by foreign parent corporations might 
be scrutinized more carefully under section 115(g) than similar transactions between 
domestic corporations; where the recipient of the distribution is a nonresident foreign 
corporation, the application of section 115(g) would result in a 30% tax rather than in 
decreasing the effective tax to 5.7%, as in the case of domestic corporations. 

35 Comm’r v. Sansome, 60 F.2d 931 (C.C.A.2d 1932), cert. denied, 287 U.S. 667 (1932). 

86 126 F.2d 384 (C.C.A.4th 1942). 

87 172 F.2d 896 (C.C.A.2d 1949). 
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ties which were registered in the names of New York brokers, and which 
in 1940 were delivered for safekeeping to a United States organization 
formed to act as custodian. Dividends during the years 1940 to 1943 were 
paid to the brokers. In 1948, the “stiftung” advised the brokers that it 
owned the securities and requested that it be credited with the dividends 
after withholding taxes at the rates applicable to nonresident foreign 
corporations.** The brokers declined to pay over the dividends without 
further proof of ownership, stating also that a Treasury license might be 
required. It was held that there was no such condition or impediment to 
collection as to prevent constructive receipt; the taxpayer had failed to 
show that it could not have satisfied the broker’s requirements had it 
tried to do so, Any other view would, of course, have left room for the 
deferment of United States taxation of dividends payable to a great 
many nonresident aliens during the war period. No question was posed 
as to the taxability of the foreign individuals upon any distributions by 
the “stiftung.” ¥ 


(c) Compensation for personal services: 


Under section 119(a)(3), the source of income representing com- 
pensation for personal services is the place where the services are per- 
formed regardless of the place of payment, the residence of the payor, or 
any other factor.*® As a typical example, in I.T. 3943 *° a nonresident 
alien was an employee of a foreign branch of a domestic corporation. 
For approximately one month he was in, the United States attending an 
international sales convention and sales promotion meeting conducted by 
the domestic company and its subsidiaries. Naturally, the compensation 
for this period was held income from sources within the United States ; 
the situation would not fall within the exemption contained in section 
119(a)(3) concerning temporary personal services performed in this 
country on behalf of a foreign employer. 

In the recent case of G. A. Stafford & Co., Inc. v. Pedrick,** concerning 
a domestic corporation but raising an analogous point, the taxpayer re- 
ceived cotton export subsidies from the Government under authority of 
the Agricultural Adjustment Act and the Soil Conservation and Domestic 


38 Unfortunately no question was apparently raised as to whether the “stiftung” (an 
entity roughly equivalent to a trust under the laws of certain European countries which 
do not recognize trusts in the common law sense) should be treated for tax purposes as 
a trust or as a corporation. Even if the equivalent of a trust, such a foundation might 
still be viewed as an association taxable as a corporation under section 3797(a) (3) of 
the Code. The foundation was in fact subjected also to personal holding company surtaxes. 
89 Reg. 111, Sec. 29.119-4. 

40 1949 Int. Rev. Butt. No. 6 at 5 (1949). 
41171 F.2d 42 (C.C.A.2d 1948) ; cf. I.T. 2976, XV-1 Cum. Butt. 138 (1936). 
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Allotment Act. These amounts were held gross income rather than a 
mere reduction in cost of goods sold abroad. Although the Court did not 
specifically rely upon section 119(a) (3), it pointed out that “every act 
which the exporter must do to become entitled to the subsidy is done in 
this country,” and held that the payments should be treated in their 
entirety as from sources within the United States in connection with 
determining the taxpayer’s exemption from the former excess profits tax 
under section 727(g). 

In the usual case involving employment services in this country by a 
nonresident alien individual, it is a simple matter to identify the place of 
performance. However, a foreign corporation can render “personal ser- 
vices” within the meaning of section 119(a) (3), as by the rendition of 
consulting services, technical advice, or various other means.*? In such 
cases it may be much more difficult to fix the locality of the services. 
Suppose, for example, that a foreign corporation should solicit business 
in the United States for the organization of companies, the registration 
of vessels, or the creation of trusts in a foreign country. In such a case, 
the business would originate in the United States; preliminary arrange- 
ments would be made here; the necessary documents might be drafted 
here. However, the income-producing acts for which the United States 
customer would be bargaining, and for which the fees would be paid, would 
be the registration of the companies or the vessels, or the acceptance and 
administration of trust assets, in the foreign country. It is quite arguable, 
therefore, that all such iricome would fall outside section 119(a)(3) on 
the ground that it arose from services performed elsewhere.** The regu- 
lations provide that where no accurate segregation can be made between 
services rendered inside and outside the United States, an allocation shall 
be made on the basis of the time spent in each country. This would be 
an awkward and unhelpful determinant to apply in the case of a foreign 


corporation with employees here and abroad. An alternative but still 


42 Thus, in Yardley & Co., Ltd., B.T.A. Memo. Dkts. 106595-6. CCH Dec. 12823-Q 
(1942), the New Jersey subsidiary of the British Yardley Company paid 15% of its net 
profits annually to the British parent for managerial and other services rendered to it by the 
parent. The services consisted of conducting tests and analyses of products, developing 
new products, preparing art and advertising material, and general policy advice, all of 
which involved occasional conferences of executives in this country. The Board of Tax 
Appeals found, rather arbitrarily, that 10% of these services were performed in the 
United States and 90% in England, and held that the British company should have 
included in its gross income 10% of the annual payments from the New Jersey company. 

43 Cf. Comm’r v. Piedras Negras Broadcasting Co., 127 F.2d 260 (C.C.A.5th 1942) ; 
Comm’r v. Hawaiian Philippine Co., 100 F.2d 988 (C.C.A.9th 1939), cert. denied, 307 
U.S. 635 (1939). The cases concerning the source of income from the sale of goods are 
to some extent a further analogy for the same result. Cf. also James D. Mooney, 9 T.C. 
713 (1947) and Benjamin E. Levy, 1 TCM 316 (1942), involving the apportionment of 
compensation for purposes of I.R.C. §116(a). 
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illogical approach in such a situation would be to allocate to the United 
States some part of the foreign company’s income on the basis of com- 
parative costs incurred here and abroad.** 

Subdivision 119(a)(3) extends a carefully prescribed degree of tax 
courtesy to business visitors rendering personal services here. If a non- 
resident alien is temporarily present in the United States for an aggregate 
period not exceeding ninety days in the taxable year, his compensation 
if not in excess of $3,000 for services rendered on behalf of a nonresident 
alien individual, foreign partnership, or foreign corporation not engaged 
in business here, does not constitute income from United States sources.*° 
If any of these requirements is not met, as if the guest should outstay his 
ninety-day welcome, this hospitality terminates and the entire compensa- 
tion becomes taxable. The various treaties extend this leniency. Thus the 
British, Swedish, and Canadian treaties exempt residents of those respec- 
tive countries from United States tax on income earned here for services 
on behalf of an employer of the other treaty country for any period up to 
183 days during the year (180 in the case of Sweden).*° The Swedish 
and Canadian treaties contain an exemption somewhat more limited (as 
to the period of stay and the amount of compensation) where the services 
are performed on behalf of a United States employer; such a provision is 
lacking in the British treaty. Other details vary considerably. For ex- 
ample, the British treaty *’ exempts visiting teachers, residents of the 
United Kingdom, from tax for a period up to two years as to compensa- 
tion received from an educational institution in this country.** The French 
treaty “° provides that income from the exercise of a liberal profession 
is taxable only in the state in which the professional activity has its fixed 


44 Such a method of apportionment is laid down in the regulations concerning income 
from shipping and communications operations. Reg. 111, Sec. 29.119-13. 

45 See also section 211(b) which provides that a nonresident alien meeting the above 
requirements of section 119(a) (3), is not engaged in business within the United States 
(and therefore would not be taxable on profits from sales made here) despite the gen- 
eral rule that the rendition of personal services constitutes the individual’s business. 

Cf. also section 116(h) which provides for the exclusion from gross income of com- 
pensation received by an employee not a citizen of the United States from a foreign 
government under prescribed conditions, or from an international organization, such as 
the United Nations, which has been certified by executive order under the International 
Organizations Immunities Act. For various rulings as to the tax status of diplomatic or 
consular officials, see IV Hackwortu, Dicest or INTERNATIONAL LAw 566-570, 774 
et seq. (1942). 

46 See Art. XI (United Kingdom), Art. XI (Sweden), Art. VII (Canada). This 
exemption is subject to a maximum of $5,000 in the case of Canada even where the 
services are on behalf of a Canadian employer (Art. VII). 

47 Art. XVIII. 

48 See also treaty with Belgium (awaiting exchange of ratifications), Art. XIII. 

49 Arts. 9 and 10 of the French treaty, effective January 1, 1945, as amended by the 
supplementary protocol of May 17, 1948 (494 CCH f]4702, 4721). 
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center. Thus, a French lawyer, doctor, engineer, or scientist may earn 
compensation in the United States without United States tax liability so 
long as his residence does not shift to this country, and so long as he 
does not maintain in the United States an office or other fixed place of 
business. Professional entertainers are covered by the foregoing exemp- 
tions under some of the treaties, as in the case of the British, but not under 
others, as in the case of Sweden. Thus, the various treaties provide a 
considerable improvement in this field on a reciprocal basis, but show 
puzzling variations of policy from one country to another. 


(d) Rents and royalties: 


Subdivision 119(a)(4), concerning rents and royalties, has proved 
rich in problems concerning copyright or patent transactions between 
foreigners and United States residents. If a foreign author makes an out- 
right sale to a United States resident of all the property rights in a 
particular literary property, then although there are no specific decisions 
on the point, it appears that no United States tax would be payable,” 
assuming that the alien or foreign corporation was not engaged in busi- 
ness here, or if so engaged, that the sale was consummated outside the 
United States by execution of the contract and delivery of the literary 
property elsewhere. Correspondingly, the American purchaser in such 
a case would receive no current tax deduction for its payments to the 
author, but would capitalize such amounts and amortize them over the 
legal or economic life of the copyright. On the other hand, if the alien 
makes a transfer only of the American rights to a copyright, the author 
retaining the non-American rights, or a transfer of the publication rights 
with the author retaining the motion picture or theatrical rights, then 
the transaction would not be recognized as a completed sale of the 
property, but would be treated as a license giving rise to taxable royalty 
income even though paid in a lump sum. Such royalty proceeds would 
be income from United States sources under section 119(a)(4) and 
taxable under section 211(a)(1)(A). 

Until 1949 the leading decision to this effect was Rohmer v. Com- 
missioner,” which involved the sale by a resident of Great Britain to 
McFadden Publications of the first and second American and Canadian 
serial rights to “The Island of Fu Manchu.” All other rights, such as 
motion picture, stage presentation, and book rights, were reserved by the 
British author. For that reason, both the Tax Court and the appellate 


50 This result would follow even though the foreign author were a professional writer 
so that the manuscript would not technically be a “capital asset” in his hands if section 
117(a)(1) had any application. Cf. Note, 63 Harv. L. Rev. 119, 170 (1949). 

51 153 F.2d 61 (C.C.A.2d 1946), cert. denied, 328 U.S. 862 (1947). 
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court concluded that there was no transfer of title such as is necessary 
to a completed sale, but merely a license to use the material in question 
for the limited purpose of serial publication. The lump-sum payment, 
therefore, was regarded as in the nature of a royalty and held subject to 
the withholding requirement.** Both courts rejected the plausible argu- 
ment that the payment was not “annual or periodical” income because 
paid in a lump sum. 

In a more recent decision, the Supreme Court, without specifically 
deciding whether a copyright is an indivisible bundle of rights not sus- 
ceptible of separate sale, approved the result of the Rohmer case. In 
Wodehouse v. Commissioner ™* the Curtis Publishing Company pur- 
chased certain novels from Wodehouse, a British subject, and his wife, 
to whom he had previously assigned an undivided one-half interest in 
the novels. The agreement of purchase provided that Curtis would 
acquire all rights and would obtain a copyright on the issues of its maga- 
zine containing the material, but that after serial publication it would 
reassign to the author, upon demand, all rights except serial rights in 
North and South America. Since Wodehouse and his wife had not 
parted with all their world-wide rights in the novels, the Rohmer case was 
authority for holding that the lump-sum payments which they received 





52 See also Ehrlich v. Higgins, 52 F. Supp. 805 (S. D. N. Y. 1943) ; Sabatini v. Comm’r, 
98 F.2d 753 (C.C.A.2d 1938) ; Estate of Alexander Marton, 47 B.T.A. 184 (1942). 

53 Also rejected in the Rohmer case were the arguments that such payments for lit- 
erary property are outside the scope of the United, States tax as constituting (a) damages 
for violation of the right to privacy, or (b) compensation for the personal services of 
writing abroad. 

If the American company pays for rights to use the material outside as well as inside 
the United States, section 119(c)(4) would indicate that the payments allocable to 
foreign use should not be taxed to the nonresident alien. However, a difficult question 
of fact would arise as to the proper allocation, and the courts on the whole have not 
been receptive to this approach. Such an argument failed for lack of proof in the Rohmer 
case. In the Wodehouse case itself, infra note 54, where payments were received for 
Canadian as well as American serial rights, the Government after winning by a touch- 
down in the Supreme Court, successfully kicked the extra point on this issue in the 
Second Circuit, which held in a confusing series of opinions that no part of the pay- 
ments could be allocated to the Canadian rights. Wodehouse v. Comm’r, 177 F.2d 881 
(C.C.A.2d 1949). However, the Circuit Court of Appeals for the Fourth Circuit recently 
reached a contrary result on the allocation point for other years, indicating that the 
Wodehouse tax saga is still far from an end. Wodehouse vy. Comm’r, — F.2d — (C.C.A.4th 
1949). See also Molnar v. Comm’r, 156 F.2d 924 (C.C.A.2d 1946) ; Estate of Alexander 
Marton, 47 B.T.A. 184 (1942) ; but cf. I.T. 2735, XII-2 Cum. Butt. 131 (1933), and the 
language in the Sabatini case, supra note 52, that the lump sum there received should be 
taxable “in so far as it was in payment for use in the United States.” Even if a con- 
tractual break-down of the payments were made and upheld, the result might be a tax 
liability to the other country in which a segregated part of the copyright use occurred. 
See, ¢.g., Canadian Income Tax Act, §96(1). 

54 337 U.S. 369 (1949), reversing 166 F.2d 986 (C.C.A.4th 1948). 
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were subject to United States tax as royalties. The Circuit Court of 
Appeals, however, with one dissenting voice, refused to follow the 
Rohmer result, holding in a well-reasoned opinion that the transactions 
were sales rather than licensing agreements, and that in any event the 
lump-sum payments were not “annual or periodical” income. 

However, this minor meteor disintegrated rapidly upon alighting in the 
Supreme Court. The majority of that tribunal, in an opinion chiefly 
noteworthy for its lack of clarity, showed complete indifference to the 
basic argument upon which the decision of the Circuit Court was based, 
namely, that a copyright is not an indivisible res but is divisible to the 
extent that a separate sale may be made of a property interest therein. 
Implicit in the opinion, however, is an assumption to the contrary as the 
Court adopts as a premise that the sums received by the taxpayer were 
“for the use of a copyright in the United States” and hence were royalties. 
The majority construed the statute chiefly in the light of one departmental 
ruling °° with little regard to the actual language of the 1936 revision. 
The shortcomings of the opinion are pointed out in the able and spirited 
dissenting opinion of Justice Frankfurter in which Justices Murphy and 
Jackson concurred. 

On the whole the soundness of the decision is open to serious question. 
Although a copyright has a limited life, the compensation received by the 
taxpayer was not computed with primary reference to that period in the 
manner of rent or interest, which might be viewed as “periodical” even 
though paid in one lump sum. There seems to be no reason why some- 
thing less than the full title to a copyright cannot be the subject of a sale 
just as well as an undivided interest in land or any other asset. In the 
comparable patent situation, courts have frequently found the tax require- 
ments of a “sale” satisfied where only a partial interest in a patent has 
been transferred, so long as the transferee acquires an undivided share 
of the patent or the exclusive right to make, use and vend within a sub- 
stantial area.’ In any event, the phraseology of section 211(a)(1)(A), 


55 ].T. 2735, XII-2 Cum. Butw. 131 (1933). In the past the Supreme Court had often 
summarily dismissed such rulings, below the dignity of Treasury Decisions, as having 
no significance in the interpretation of the statute. See, e.g., Helvering v. New York Trust 
Company, 292 U.S. 455 (1934) ; Biddle v. Comm’r, 302 U.S. 573 (1938). 

56 The Second Circuit itself, prior to the Rohmer case, so viewed the grant of «xclusive 
world-wide motion picture rights in a play, though holding that the transaction did 
not qualify for capital gains treatment since the asset was held primarily for sale. Gold- 
smith v. Comm’r, 143 F.2d 466 (C.C.A.2d 1944), cert. denied, 323 U.S. 774 (1944). 

57 Comm’r v. Celanese Corp., 140 F.2d 339 (App. D. C. 1944) ; General Aniline & Film 
Corp. v. Comm’r, 139 F.2d 759 (C.C.A.2d 1944); Parke, Davis & Co., 31 B.T.A. 427 
(1934); Elrod Slug Casting Machine Company, 7 TCM 157 (1948). Cf. Cleveland 
Graphite Bronze Co., 10 T.C. 974 (1948), aff’d on opinion below, 177 F.2d 200 (C.C.A.6th 
1949) ; cf. also Rainier Brewing Co. v. Comm’r, 7 T.C. 162 (1946), aff'd per curiam, 
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taxing nonresident aliens only upon fixed or determinable annual or 
periodical income, falls short of requiring a technical sale as a condition 
of exemption; therefore if a lump sum rather than a periodical payment 
has been received, the limited taxing provision of section 211 should be 
inapplicable regardless of whether the transaction can be categorized as 
a sale. 

The obfuscation of the above case has at least been removed as to 
nationals of the United Kingdom, Sweden, France, Denmark, and the 
Netherlands by treaty provisions exempting nonresident aliens or non- 
resident corporations of those countries from United States tax upon 
royalties from this country.** Similar provisions are contained in other 
pending treaties.°° Certain procedural obligations are imposed by regu- 
lations upon the foreign recipient and the United States payor of the 
royalties as a condition of their respective exemptions from tax liability 
and the obligation of withholdirig. 





(e) Sales of real property: 


Under section 119(a)(5) income from the sale or exchange™ of 
United States real estate gives rise to income from United States sources. 
It is comforting to find one subdivision of the Code which has caused 
virtually no litigation,*’ although even here there may be room for 
puzzlement as to whether the statutory language of section 117 and the 
doctrine of Leland Hazard ® would be carried over into this field. 


(f) Sales of personal property: 


The treatment of profits from the sale of personal property purchased 
inside the United States and sold elsewhere, or vice versa, turns upon 


165 F.2d 217 (C.C.A.9th 1948). The Wodehouse case casts a foreboding shadow upon the 
continued possibility of capital gains treatment in this situation. Cf. Hopag, S. A., 14 
T.C. No. 6 (1950). 

58 See generally Fulda, Copyright Assignments and the Capital Gains Tax, 58 Yas L. J. 
245, 256-267 (1949). 

59 British treaty (Art. VIII); Swedish treaty (Art. VI); French treaty (Art. 7); 
Danish treaty (Art. VIII) ; Netherlands treaty (Art. IX). 

80 See, ¢.g., the pending Conventions with Belgium, Ireland, New Zealand, and Norway. 
No comparable provision appears in the Canadian treaty or the pending South African 
Convention. 

61 See ILR.C. §119(f). 

62 The sole apparent exception being Texas-Canadian Oil Corp., Ltd., 44 B.T.A. 913 
(1941) as to the classification of oil and gas leases viewed as realty under local law. The 
analogy of the Wodehouse case might support a tax upon the sale by a nonresident alien 
to a United States purchaser of a leasehold interest covering property in this country 
regardless of the classification of the lease as realty or personalty. 

637 T.C. 372 (1946) ; see p. 291 infra. 
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the place of sale.** The regulations state that “the ‘country in which sold’ 
ordinarily means the place where the property is marketed.” * This 
language might lead to the impression that the place of destination is the 
place of sale, but unfortunately the regulations have never been inter- 
preted in this simple and sensible fashion. 

After seventeen years of insistence upon the place of negotiation or 
execution of the contract as determining the place of sale for this purpose, 
the Bureau in G.C.M.25,131 © finally agreed with the intervening parade 
of lower court cases, which looked rather to the place of title passage. It 
would be too optimistic, however, to hope that the giddy history of this 
problem * has been wholly concluded.** According to its latest pronounce- 
ment the Bureau has adopted “the general rule that, for the purpose of 
determining the source of income attributable to the sale of personal 
property, a sale is consummated at the place where the seller surrenders 
all his right, title, and interest to the buyer.” As for purposes of general 
commercial law, the retention of a bare legal title for security purposes 
will not preclude the passage of beneficial ownership and risk of loss. Had 
the ruling stopped at this point, nearly everyone would have said Amen: 
the title rule has the virtue of comparative ® definiteness even though it 
may be a relatively small tail to wag the dog. However, with the Bureau's 
usual reluctance to agree flatly that sauce for the goose must necessarily 
be sauce for the gander, the ruling proceeds with the following gem of 
equivocation: “However, in any case in which the sales transaction is 
arranged in a particular manner for the primary purpose of tax avoid- 
ance, the foregoing rules will not be applied. (See Kaspare Cohn, Inc. @. 


64#7.R.C. §119(a) (6) and (e); Reg. 111, Sec. 29.119-8. However, income derived 
from property purchased in a possession of the United States and sold within the United 
States is deemed to have been derived in part from both countries. Income from prop- 
erty “produced” wholly or partly in the United States and sold elsewhere, or vice versa, 
is also deemed derived in part from each country, which constitutes a sharp and not 
altogether logical distinction between the purchase and manufacture of goods; see the 
ponderous rules for allocating income in such cases laid down in Reg. 111, Sec. 29.119-12. 

65 Reg. 111, Sec. 29.119-8. 

66 1947-2 Cum. Butt. 85, acquiescing in East Coast Oil Co., S. A. v. Comm’r, 31 B.T.A. 
558 (1934), aff’d, 85 F.2d 322 (C.C.A.5th 1936), cert. denied, 299 U.S. 608 (1936), and 
Exolon Co., 45 B.T.A. 844 (1941). 

87 See generally, Alexander, Where Is a Sale Made? 27 Taxes 133 (1949); Siegel, 
Place of Sale in Foreign Trade in Proceepincs or New York University Fieri [Nsti- 
TUTE ON FEDERAL TAXATION 523 (1947) ; Silverson, Corporations in Foreign Trade and 
Income Taxes in PRocEEDINGS OF NEw YorK Univenrsity Fourtriu INstIrute ON FEDERAI. 
Taxation 647, 657-661 (1946). 

68 Recent cases decided since the promulgation of the ruling have reached a similar 
result, but have not even cited it as authority. G. A. Stafford & Co., Inc. v. Pedrick, supra 
note 41; Estate of B. W. Cadwallader, 13 T.C. No. 30 (1949). 

69 Even this doctrine leaves its share of perplexities. See Tepper and Lotterman, 
Federal Tax Inducements to Western Hemisphere Trade, 31 Corn. L. Q. 205 (1945). 
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Commissioner, 35 B.T.A. 646.) In such cases, all factors of the transac- 
tion, such as negotiations, the execution of the agreement, the location of 
the property, and the place of payment, will be considered, and the sale 
will be treated as having been consummated at the place where the sub- 
stance of the sale occurred.” 

As yet there is no indication concerning what types of cases were 
intended to be covered by the above-quoted escape clause. The citation 
of the Kaspare Cohn case may indicate that the protective language was 
aimed only at shipments or sales arranged very artificially outside the 
normal course of business, as if property located in the United States 
were deliberately taken outside our borders for the passage of title and 
then returned to this country.” 

However, the Bureau was not always consistent in applying its former 
rulings even between 1930 and 1947, sometimes recognizing the title- 
passage rule in unlitigated cases even when its formal rulings were to 
the contrary; and there is no greater assurance that it will be consistent 
in applying the latest version. The doctrine that the “substance” of a 
transaction rather than its “form” controls where necessary to prevent 
tax avoidance has led to far-fetched results in other fields ** and might 
do so here. Probably the residence status of the particular foreign com- 
pany would have a psychological relevance; as a practical matter, the 
escape clause and indeed the whole question as to the taxability of sales 
profits on goods shipped to or from the United States, are naturally far 
more likely to be raised as against a company which is clearly doing 
business in the United States and files United States returns, than as 
against a company which has filed no such returns. For this reason, it is 
highly desirable for a foreign corporation engaged in shipments to or 
from the United States to maintain if possible the status of a nonresident 
company, regardless of the current theory that sales with title passing 
abroad do not give rise to taxable profits. Also, there would seem more 
peril under the escape clause where for a period of years an export or 





70 Otherwise, the reference in the protective clause to “the location of the property” 
seems rather meaningless, since in all these transactions the property either starts or 
ends in the United States. The “place of payment,” also referred to in the ruling, had 
not previously been deemed worthy of serious attention. See, ¢.g., Comm’r v. East Coast 
Oil Co., S. A., note 66 supra, 85 F.2d 322, 323. 

For two entertaining older cases concerning transactions studiously arranged outside 
the United States with differing degrees of success, cf. Hay v. Comm’r, 145 F.2d 1001 
(C.C.A.4th 1944), cert. denied, 324 U.S. 863 (1945), and Hazelton Corp., 36 B.T.A. 908 
(1937). 

In which year it issued G.C.M. 8594, IX-2 Cum. Butt. 354 (1930). 

72 See, e.g., Comm’r v. Transport Trading & Terminal Corp., 176 F.2d 570 (C.C.A.2d 
1949). ’ 
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import business has been conducted with title passing in this country and 
a shift is then made to a different course of conduct for no apparent 
business reason; in other words, the adoption by a new company of a 
regular course of business action causing title passage outside the United 
States might not be so susceptible of attack as if an existing company 
should change its prior methods. 

For example, suppose that company X, a domestic corporation, buys 
and sells commodities in the United States, making sales to foreign as 
well as domestic purchasers ; and assume that, as to the export sales, title 
has customarily passed at the United States shipping point. Under those 
circumstances there is, of course, no doubt as to the United States tax 
liability of the domestic company on its sales profits, regardless of the 
place of title passage. Suppose that company X should now cause com- 
pany Y, a subsidiary or affiliate, to be organized in a foreign country to 
carry on the foreign sales, and that Y should then receive the inquiries 
from foreign customers, purchase the necessary goods in the United 
States either from X or on the open market, and cause the goods to be 
shipped from the United States f.o.b. the foreign port of destination. 
Suppose further that there is no readily discernible business reason for 
shifting to a foreign rather than a United States point of title passage; 
that, in fact, the change may increase the credit risks because of greater 
difficulty in securing payment for the goods prior to arrival. Assuming 
that Y is a resident foreign corporation, could it safely rely upon the 
“general rule” of G.C.M.25,131, or should it anticipate an attempted 
application of the escape clause? 

In a somewhat analogous situation, the formation of a Western Hemi- 
sphere corporation is not precluded simply because it involves carving out 
the foreign segment of an existing business in order to gain the tax 
advantages offered by section 109.%* The same leniency might be shown 
to a change of operations made in order to secure the benefits of 
G.C.M.25,131. Surely if the new company is not a subsidiary but is 
owned by substantially different interests, it should not be reprehensible 
to set up its United States operations in a manner which will not invite 
unnecessary taxes. Nevertheless, such a company would be prudent to 
hedge on the question by arranging that contract acceptances, and if pos- 
sible, the substance of prior negotiations with the foreign buyers, should 
also occur outside the United States. The same care would be even more 
desirable if the change in shipping arrangements were made by a resident 
foreign corporation which for a period of years had been previously 
shipping f.o.b. United States ports. Although title passage may be the 


78 1,.T. 3757, 1945 Cum. Butt. 200. 
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trump suit, there are other cards in the deck which may have to be played 
before the hand is finished. 

Moreover, the troublesome strategy which the Bureau sometimes 
adopts in these cases is to concede cheerfully that title passage may control 
but to put the taxpayer to a very strict burden of proof that title did pass 
outside the United States on the particular documents and facts involved. 
To insure this result, not only should the goods be shipped f.o.b. the 
foreign port, but the contract might well contain specific statements that 
the parties intend title to pass outside the United States. The intention 
of the parties is, of course, the controlling factor in determining where 
title is transferred,"* and there is no reason why the actual intent should 
not be spelled out in the contract. This result could be further fortified 
by statements in the contract concerning the risk of loss during transit 
(placing the risk upon the United States buyer in the case of a foreign 
company exporting to this country, or per contra, on the foreign seller 
if it is causing the shipment of goods from the United States to a pur- 
chaser abroad), and by arranging the insurance accordingly. The fact 
that the seller charges a total price which will compensate it for the freight 
charges to the point of destination does not, of course, preclude a sale at 
the point of delivery. That merely describing the shipment as “f.o.b. 
foreign port” may not be conclusive is indicated by such cases as Amtorg 
Trading Corporation v. Higgins,” holding that where goods were shipped 
from Europe to this country f.o.b, various European ports, the sales 
nevertheless may have occurred in the United States, apparently because 
the seller initially paid the freight and listed itself as the owner for 
purposes of entry papers and warehousing on this side. 

Even if the sale is made f.o.b. port of destination, prepayment against 
documents at the place of shipment may still be arranged, although as a 
matter of business usage purchasers may not relish paying for goods be- 
fore passage of title. If the buyers are reluctant to make complete pre- 
payment before title has passed, a foreign corporation making exports 
from the United States would be forced to one of various alternatives : 
an open account method, under which the shipping papers would be for- 
warded to the buyer and a draft drawn against the buyer for possible 
acceptance between the time of shipment and the time of arrival; a simple 
cable remittance of the price when the goods are delivered; or a letter 
of credit method with partial payment to be made upon presentation 
of shipping documents and the balance to be paid upon notification by a 





74 See Witiiston ON Sares §259 (1948 ed.); cf. I.T. 2068, III-2 Cum. Burr. 164 
(1924). 
76150 F.2d 536 (C.C.A.2d 1945). 
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correspondent bank that the goods have arrived.** The third possibility 
would, of course, involve the injection of a second bank into the picture. 
Thus there may in some cases be an inevitable choice between incurring 
certain credit risks or additional bank charges on one hand, or on the 
other hand, incurring tax on the ground that title has passed within the 
United States. The foreign company may also find itself between the 
Scylla of United States taxes and the Charybdis of foreign income taxes, 
export or import duties which might be imposed if the title passes in the 
foreign country but which would not arise if title passes here. 


(g) Miscellaneous problems: 
(i) The non-exclusiveness of section 119 


According to good advice by the oft-quoted Alice, the proper way to 
recount a story is merely to “Begin at the beginning and keep right on to 
the end,” but the ending was much easier to discern in her relatively 
simple Wonderland than in the maze of section 119. It is clear that the 
six types of income expressly mentioned in that section are not the only 
receipts which are taxable to foreign taxpayers. There are many maverick 
types of income which could not be corralled within any of the specific 
categories but which might still be treated as income from United States 
sources “ or even as “fixed or determinable” income. Section 22(a) must 
be given consideration even in this field. Moreover, section 119(e) ex- 
pressly refers to items of gross income other than those specified in sub- 
sections (a) and (c), stating that other types of income shall be allocated 
to sources within or without the United States by regulation. The with- 
holding provisions of sections 143 and 144 also refer to various items, 
such as premiums and annuities, not specifically mentioned in section 119. 

Thus, a gain from insurance received by a Western Hemisphere cor- 
poration from a domestic insurance company for goods lost in transit 
between the United States and Cuba was ruled income from United 


76 Cf. Tomson, Ullman & Goldin, Let’s Be Practical About Western Hemisphere Trade 
Corporations, 23 Taxes 1120, 1125 (1945). 

77 Zander & Cia, Ltd., 42 B.T.A. 50 (1940) (profits realized by a nonresident foreign 
corporation from futures purchase and sale contracts entered into and liquidated on the 
New York Coffee and Sugar Exchanye held taxable under the 1932 Act; the rules 
under section 119(e) as to the place of sale are disregarded in such a situation where by 
custom no actual delivery is made); Helvering v. Suffolk Co., Ltd. 104 F.2d 505 
(C.C.A.4th 1939) (refund from New York City of moneyed capital taxes erroneously 
paid by a predecessor corporation). Furthermore, section 119 applies not only to foreign 
corporations or nonresident aliens, but to the segregation of income by resident or citizen 
taxpayers for the purpose of applying the foreign tax credit under section 131; and 
absurd results would obviously follow if the itemization of section 119 were treated as 
nullifying section 22(a). ‘ 
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States sources.* Similarly, gains from hedging contracts entered into 
in this country, to the extent they exceed losses for which they compensate, 
constitute income from United States sources.” So also do damages 
for breach of a contract performable here,*° or amounts received by a 
foreign corporation for an agreement not to compete within the United 
States, although treating the abstinence from United States activities as 
the equivalent of local services would have puzzled even the Mad Hatter. 
Gains from the purchase of the taxpayer’s obligations at a discount in the 
United States have been income from United States sources under earlier 
acts,** and presumably such a gain, if not excluded from gross income by 
section 22(b)(9), would still be taxable to a foreign individual or 
company engaged in business here. Similar treatment would probably 
be accorded alimony paid by a United States resident to a former spouse 
residing abroad, although there are no authorities on the point. Even 
though alimony was not taxable when sections 119 and 211 were enacted, 
the alimony obligation would be enforceable here and therefore would 
seem to emanate from a United States source.** Policy considerations 
would favor a deduction by the husband and a tax against the wife as in 
the normal case. Such conclusion would be consistent with the similarity 
between the language of section 22(k), referring to “periodic” payments, 
and that of section 211(a)(1)(A) referring to “annual or periodical” 
income. 


(ii) Apportionment problems 
(1) Trust income 


The operation of section 119 was brought into sharp focus by William 
Edward Muir, involving a trust which had income partly from United 
States sources and partly from foreign sources, and which made distribu- 
tions to both a nonresident alien beneficiary and a resident beneficiary. 


781.T. 3902, 1948-1 Cum. Butt. 64. 

791.T. 3137, 1937-2 Cum. Butt. 164. 

80 33 Op. A. G. 221, I-2 Cum. Butt. 192 (1922). Presumably a sum paid in settlement 
or cancellation of a contract calling for personal services within the United States would 
be treated similarly although no such services had in fact been rendered. 

81 Korfund Company, Inc., 1 T.C. 1180 (1943), appeal dismissed, C.C.A.2d, July 6, 
1944. 

82]7.T. 3119, 1937-2 Cum. Butt. 227. Cf. Corporacion de Ventas de Salitre y Yoda 
de Chile v. Comm’r, 130 F.2d 141 (C.C.A.2d 1942); Hubert De Stuers, 26 B.T.A. 201 
(1932) ; Elston Co., Ltd., 42 B.T.A. 208 (1940), appeal dismissed, C.C.A.4th, Feb. 3, 
1941. 

88 Assuming that the husband is a United States resident; the result might well be 
otherwise if the husband were a United States citizen but resident elsewhere. 

8410 T.C. 307 (1948) Acq., 1948-2 Cum. Butt. 3; on appeal, C.C.A.4th. See also 
Craik v. United States, 31 F. Supp. 132 (Ct. Cl. 1940) (allocation of partnership income). 
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It was there held that, at least in the absence of controlling language in 
the instrument, the trust income from sources within the United States 
should be prorated regardless of actual segregation, so that the amount 
allocated to each beneficiary should bear the same relation to the total 
United States income as the total distributable share of each beneficiary 
bore to the distributable trust income from all sources. 

The trust in question was a testamentary trust under the will of a 
British decedent providing an annuity of £1800 to the widow, who was 
a United States resident during the years at issue. The son, a non- 
resident alien, was the residuary income beneficiary and the sole surviving 
trustee at the time of the trial. The trust corpus included certain shares 
of stock in a United States corporation along with foreign assets. Either 
because of tax-consciousness or because of mere administrative con- 
venience, the trustee-beneficiary filed a dividend order with the United 
States company diverting the American dividends up to $8,000 a year 
directly to the widow in payment of her annuity rights, and took as his 
own income from the trust the balance of the American dividends to- 
gether with the foreign trust income. Thus, during 1937 the dividends 
from the United States company were $60,931, of which $8,000 was paid 
directly to the widow and $52,931 to the nonresident alien beneficiary 
through the trust along with other unspecified income from foreign 
sources. 

The Commissioner asserted a deficiency against the nonresident alien 
by allocating to him the entire income from United States sources, for 
example, $60,931 for 1937, although $8,000 of that amount had in fact 
been paid to the widow and reported by her. The Tax Court with three 
dissents upheld this result, stating that since the distributions to the 
nonresident alien were not confined by anything in the trust to earnings 
originating abroad, each beneficiary should be treated as receiving that 
portion of United States income which his or her total share bore to the 
total trust income ; but since the son had failed to produce figures showing 
the foreign trust income necessary for such a computation, the entire 
United States income was allocated to him except for a whimsically 
selected figure of $100. The case thus accomplished the remarkable feat 
of taxing the same $7,900 to two individuals. 

Had it been shown, for example, that the total trust income was 
$100,000 and the United States income $60,000, with the other facts 
remaining the same, the son would be taxed on $55,200 (92% of 
$60,000) and the widow would have been treated as receiving $4,800 
(8% of $60,000) from United States sources and $3,200 from foreign 
sources, although the amount of $8,000 would be fully taxable to her as 
a resident alien. However, the opinion implies that if the trust had 
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expressly provided for payment to the resident beneficiary out of domestic 
income, the necessity for any such allocation would disappear and the 
nonresident alien beneficiary would not in effect be taxable upon a portion 
of the amount taxed to the resident. The potency of such specific language 
in the trust might still be doubtful unless combined with an actual physical 
segregation of the income from United States and other sources prior to 
distribution. 


(2) Transportation operations 


There has been much less judicial and administrative development than 
one would expect concerning the problems. of apportioning income from 
a business, such as the manufacture and sale of property, carried on by a 
foreign individual or corporation partly within and partly without the 
United States. Although the regulations contain certain applicable pro- 
visions,*° employing allocation-formulas bearing some resemblance to 
those under the various state franchise taxes, there has been much less 
elaboration of these rules under the federal law than under the laws of 
the various states. Possibly this is true because a business carried on 
partly here and partly abroad is apt to be less closely integrated and there- 
fore more subject to separate accounting treatment than a business carried 
on throughout various of our own states. The rules which the regulations 
do set forth are in some respects almost as unrealistic as the title-passage 
rule already discussed in connection with the purchase (rather than the 
manufacture) and sale of property. 

For example, one situation which the regulations discuss in some detail 
relates to transportation companies operating inside and outside the 
United States. According to the regulations,** gross income in such a 
case is to be apportioned to the United States according to the portion of 
gross revenues which (1) “costs within the United States” plus a reason- 
able return on property used in the business while in this country, bear to 
(2) total costs of the business plus a reasonable return on the total 
property used in the transportation business. “Costs within the United 
States” include, for example, loading and unloading expenses at United 
States ports, wharfage, rentals, and office expenses allocable directly to 
the vessels: a prorata share of charter hire, crew wages, supplies, in- 

85 Reg. 111, Sees. 29.119-11 to 119-15. 

86 See ILR.C. §119(e) ; Reg. 111, Sec. 29.119-13. This problem arises only where a United 
States vessel is operated under charter by a foreign corporation, or where the exemption 
of section 212(b) or section 231(d) is inapplicable, as where the vessel or aircraft is 
registered under the laws of a foreign country which does not grant an equivalent exemp- 


tion to United States citizens or corporations. These sections were amended to include 
earnings from transportation by aircraft by Pub. L. No. 514, 80th Cong. (May 4, 1948). 
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surance, and other operating expenses (except fuel) according to the 
time spent within United States waters; and a prorata share of the fuel 
consumed on the voyage according to the ratio of mileage within United 
States waters to the total mileage. No account is taken for this purpose 
of United States income taxes or interest paid on borrowed money. 
Total costs for the purpose of this computation include much the same 
items, together with a portion of the home office administrative expenses 
apportioned to the operation of ships calling at United States ports. A 
“reasonable return on property” is regarded as 8% of the depreciated 
cost. The property used in the business would, of course, include the 
ships themselves, if owned rather than chartered by the taxpayer, together 
with net current assets allocated to the United States according to the 
ratio that expenses within the United States bear to the total expenses 
of services between the United States and foreign countries. After the 
gross income has been allocated to the United States under this very 
complicated procedure, then the expenses allocable to this country (namely, 
the “costs within the United States,” as mentioned above) may be de- 
ducted along with a prorata portion of interest paid on borrowed money 
and of foreign income taxes. 

The above method of apportionment is not only extremely difficult to 
apply, but can lead to very haphazard results.“ The regulations first ap- 
portion gross income and ascertain net income according to the proportion 
of gross income so allocated, whereas section 119(e) implies that the first 
step should be to ascertain the net income and ther: apportion such net 
income. Basically, the regulations make the apportionment of income 
hinge on expenses incurred here and elsewhere, which means that the 
higher the costs within the United States, the larger is the proportion of 
the income allocated here, whereas realistically the result should be just 
the opposite. The whole pattern of the regulations becomes clearly in- 
appropriate if the taxpayer is merely a charterer rather than the owner 
of the vessels involved. A simpler approach would be to (1) deduct from 
the gross receipts of a given voyage (a) the direct expenses, and (b) a 
share of the general overhead according to the ratio of gross income from 
the particular operations to the total gross revenues, and then (2) appor- 
tion the resulting net income on a time basis according to the period spent 
within United States waters. The regulations,** it should be noted, pro- 
vide that alternative methods of computation may be recognized upon 
application in this situation, if regularly employed in keeping the tax- 
payer’s books and if they reflect more clearly the true income from 
United States sources. 

87 Cf. MerTENS, LAW oF Feperat INCOME TAXATION §45.43 (1942) ; Carroll, Journal 


of Commerce, Oct. 21, 1949, p. 11A. 
88 Reg. 111, Sec. 29.119-13(5). 
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(iii) Deductions 

The fascination of section 119 and the related provisions is far from 
exhausted by the income side of the ledger. Subdivisions (b), (d), and 
(e) of the section state, in substance, that in determining net income from 
sources within or without the United States there shall be deducted from 
the gross income of the particular category the expenses, losses, and other 
deductions properly apportioned or allocated thereto, and a ratable part 
of any expenses, losses, or other deductions not definitely allocable to 
any particular item. Sections 211, 213, and 232 generally permit resi- 
dent foreign corporations and certain nonresident aliens (who are either 
engaged in trade or business here or have a gross income from United 
States sources of more than $15,400) to claim deductions from gross 
income only if and to the extent that they are connected with income 
from sources within the United States. The allocation of the deduction 
among sources within and without the United States is to be determined 
under section 119 according to rules and regulations prescribed by the 
Commissioner.*® Usually there is no great difficulty in ascertaining 
whether a particular expense or deduction is “connected with” or allocable 
to income from sources within or from sources without the United 
States,°° but there are occasions when problems of some complexity do 
arise in determining the “ratable part’’ of expenses not definitely allocable 
to any particular item of income from United States or foreign sources.”* 





89 Sections 215(a) and 233 make the allowance of deductions and credits in such cases 
contingent upon the filing of a true and accurate return, showing the income received from 
all United States sources and including all information which the Commissioner may 
deem necessary for the calculation of the deductions and credits. This is usually a case 
of better late than never; the return need not be filed on the due date if it is filed 
before the Commissioner files a return on behalf of the taxpayer; in the latter case the 
Commissioner could deny any deductions or credits though not items of capital cost. Sec 
Blenheim Co., Ltd. v. Comm’r, 125 F.2d 906 (C.C.A.4th 1942) ; Anglo-American Direct 
Tea Trading Co., Ltd., 38 B.T.A. 711 (1938); Taylor Securities, Inc., 40 B.T.A. 696 
(1939) ; cf. Ardbern Co., Ltd. v. Comm’r, 120 F.2d 424 (C.C.A.4th 1941). The construc- 
tion as to what constitutes information necessary for the computation of deductions has 
been surprisingly rigorous, Gladstone Co., Ltd., 35 B.T.A. 764 (1937). 

90 See, e.g., G.C.M. 26,013, 1949 Inr. Rev. Butt. No. 16 at 8 (1949) (expenses paid 
by a French citizen and resident, whose principal place of business was in France, on 
behalf of himself, his secretary, and his manager in travelling from France to the United 
States to fulfill performance contracts here and in Canada, as well as the expenses of 
returning to France, were ruled deductible in the proportion that gross income from 
United States sources bore to total gross income from sources within both this country 
and Canada). See also Kern Oil Company, Ltd., 9 T.C. 1204 (1947). 

%1 There is little reason to quarrel with the general proposition that only the allocable 
portion of foreign home office expenses, foreign taxes, and similar items is deductible. 
See Reg. 111, Sec. 29.119-10. No credit under section 131 for foreign taxes is allowed 
nonresident individuals or resident foreign corporations (sections 216, 234), but a ratable 
portion of such foreign taxes may be deducted. ’ 
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Although not spotlighted by any recent decisions, one interesting and 
rather unsettled problem arises where a foreign taxpayer has certain 
overhead expenses, including foreign income taxes, on income including 
items which are wholly or partly exempt from United States taxation. 
Where the foreign taxes are definitely allocable to a United States item 
excluded from gross income, such as tax-free interest, no deduction is 
allowed.* This seems a necessary implication from the language of 
section 119(b), which refers to expenses apportioned to items of “gross 
income.” The same basic principle is applicable where the item is in- 
cluded in gross income but is wholly or partly deductible, as in the case 
of dividends from domestic corporations. Several of the litigated cases 
have involved the allocation of foreign head office expenses and foreign 
taxes in the case of insurance companies, other than life or mutual in- 
surance companies, taxable under Supplement G. The Commissioner has 
successfully contended that in computing the “ratable part” of such items 
there should be excluded from gross income from United States sources, 
which forms the numerator of the fraction, all income which is not tax- 
able by the United States (specifically, tax-free interest or deductible 
dividends from domestic corporations), while the income so excluded is 
nevertheless included in gross income from all sources, which forms the 
denominator.** These decisions were bottomed partly on the provisions 
of section 204(e) to the effect that nothing in that section shall be con- 
strued to permit the same item to be twice deducted. Although it seems 
somewhat extraordinary, to say the least, that the phrase “gross income” 
should mean different things in different stages of the computation, any 
other result would in effect allow an objectionable double benefit from the 
non-taxable income. To exclude or include the non-taxable items from 
both sides of the ratio would result in a greater deduction because of 
the non-taxable items, as any mathematical illustration would easily 
demonstrate.” 


82 Waldorf Astor, 31 B.T.A. 1009 (1935). 

93 London & Lancashire Insurance Co., Ltd., 34 B.T.A. 295 (1936); Royal Insurance 
Co., Ltd., 38 B.T.A. 955 (1938) ; cf. Commercial Union Assurance Co., Ltd. v. Comm’r, 
144 F.2d 994 (C.C.A.2d 1944), rehearing, 151 F.2d 98 (C.C.A.2d 1945). In the last-cited 
case a deduction for British taxes imposed against the taxpayer on the income of its 
American subsidiaries regardless of distribution was allowed up to the 15% of dividend 
distributions taxable by the United States. On the other hand, when the income in ques- 
tion is tax-free in the foreign country, it is entirely disregarded in determining the 
ratable part of the foreign tax. See G.C.M. 3983, VII-1 Cum. Butt. 171 (1928). See 
generally II MontcoMery, FEDERAL TAXES—COoRPORATIONS AND PARTNERSHIPS (1948- 
1949) 116-120. 

94 In I.T. 3643, 1944 Cum. Butx. 343, the Commissioner went even further and applied 
an additional limitation on the rule established by the cases discussed above. For the 
purpose of computing the “ratable part” of the foreign tax it was ruled that the foreign 














280 TAX LAW REVIEW [Vol. 5: 


However, in Third Scottish American Trust Company, Ltd. v. United 
States ** the Court of Claims declined to follow the insurance company 
cases where the taxpayer was an ordinary resident foreign corporation. 
The Court pointed out that section 204(e) applies only to insurance com- 
panics, which are a special breed of taxpayers with their own definition 
of income, and stated that generally the express language of the statute 
requires the inclusion of all income, such as domestic dividends, from 
United States sources, whether taxable o: otherwise, in both the numerator 
and denominator of the ratio. Although the Court bravely attempted to 
distinguish the insurance company cases, and although the Circuit Court 
of Appeals for the Second Circuit elsewhere made a similar effort at 
reconciliation,*® the results are rather clearly in conflict and leave the 
point in such confusion that legislative clarification would not be amiss. 

The applicability of the apportionment rules to the tax liability of 
fiduciaries was recently illustrated by Estate of Tait, involving the 
ancillary administrator handling the United States assets of a Canadian 
decedent. The decedent’s will provided for payment of annuities to four 
former employees and to a fifth individual, all of whom were Canadian 
citizens and residents ; the balance of the estate was to be held in trust and 
the income divided equally among four Canadian charities. The taxpayer 
filed a return representing income from the United States assets, claiming 
deductions for administration expenses as well as for the annuities which 
had been paid out of income and for the remainder of the United States 
income destined for charity. The Commissioner contended that since the 
Canadian executors had combined in one account the net income received 
from the taxpayer with the Canadian income, had paid therefrom the 
administration expenses and annuities, and had then divided the balance 
among the four charities, it was impossible to state what amount of the 
United States income was used to pay these various amounts. The Court 
held that in the absence of evidence to the contrary, it could be assumed 
that the annuity and charity payments were made out of United States 
income in the proportion that the United States net income bore to the 
total net income of the estate.°*° The proportion of the income set aside 
for the charities was held deductible under the second clause of section 





tax rate should be applied to the taxpayer’s United States taxable income, and if the 
result were smaller than the result under the above-mentioned rule, the deduction would 
be limited accordingly. In Palatine Insurance Company, Ltd., 4 T.C. 239 (1944), appeal 
dismissed, C.C.A.2d, Nov. 8, 1945, the Tax Court refused to apply this palpably ground- 
less limitation and thereafter the ruling was revoked in I.T. 3833, 1947-1 Cum. Butt. 70. 

95 37 F. Supp. 279 (Ct. Cl. 1941). 

96 See Commercial Union Assurance Co., Ltd. v. Comm’r, supra note 93. 

9711 T.C. 731 (1948), remanded on stipulation, C.C.A.4th, July 20, 1949, Acq. 1950 
Int. Rev. Butt. No. 2 at 1 (1950). ; 
98 In this connection the Court cited William Edward Muir, supra note 84. 
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162(a), even though payments to foreign charities would not be deductible 
under section 23(0) of the Code. The annuities to former employees of 
the decedent were originally held non-deductible since they would not be 
taxable to the recipients by the United States under Article VI of the 
income tax treaty between the United States and Canada, although the 
ratable portion of the annuity payment to the fifth individual, not being 
a pension or life annuity as defined in Article VI, was viewed as subject 
to United States tax in the hands of the recipient and accordingly de- 
ductible by the fiduciary. Upon a remand by stipulation, the four annuities 
to former employees, though free from United States tax against the 
annuitants, were held deductible by the fiduciary, apparently because of a 
provision in section 11 of the protocol to the Canadian treaty to the effect 
that the Convention should not be construed to restrict any exemption, 
deduction or credit allowable under the tax laws of either state. This 
outcome is an interesting although unfortunately cryptic illustration of the 
flare-ups which may be expected from various general provisions of the 
treaties. 


II. ALten INDIVIDUALS 
(a) Residence: 


The Code naturally makes certain fundamental distinctions between 
resident and nonresident alien individuals. A preliminary and often con- 
clusive issue therefore arises in many instances as to the resident or non- 
resident status of the taxpayer. At the outset it should be noted that for 
income tax purposes, unlike the estate tax situation,*® “residence” is far 
from synonymous with domicile, and the income tax regulations carefully 
distinguish between the two terms.?” 

While there have been several cases and rulings on this point, section 
211 has not for some reason produced anything like the spate of cases 
whick have arisen under section 116(a) concerning the exemption of 
income earned by United States citizens residing abroad. Congress ex- 
pressly intended to make the criteria for determining residence the same 
in both situations.*** However, the status of the individual under the 
immigration laws has received somewhat more attention under section 
211 than under section 116(a).*** Also, the Commissioner naturally tends 


99 See Estate of Julius Bloch-Sulzberger, 6 TCM 1201 (1947); Anthony Fokker, 
10 T.C. 1225 (1948). 

100 Reg. 111, Secs. 29.211-2 to 29.211-5. The definition of “residence” in the regula- 
tions is adopted almost verbatim from Bowring v. Bowers, 24 F.2d 918 (C.C.A.2d 1928), 
cert. denied, 277 U.S. 608 (1928). 

101 Reg. 111, Sec. 29.116-1; Sen. Rep. No. 1631, 77th Cong., 2d Sess. 116 (1942). 

102 The type of visa is, of course, only one element to be considered; see Mim. 5883, 
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to be more conservative in his views of residence under section 116(a) 
than under section 211. Particularly during the war the Commissioner, 
understandably concerned over alien refugees enjoying a refuge from 
both the war and the capital gains tax, attempted by Mimeograph 5883 *** 
to stretch the definition of “‘residence’’ far beyond anything he would 
concede as to American citizens employed abroad. 

However, the actual results of the recent cases under the two sections 
are not noticeably dissimilar. Thus, a mere “floating’’ intention to return 
to a foreign domicile will not prevent an alien from becoming a United 
States resident any more than a similar intention would constitute a dis- 
qualification under section 116(a).™ In the Chapman case cast New 
Zealand official was temporarily assigned to the League of Nations during 
recent war years; he rented living quarters for his family at Princeton, 
New Jersey, without any definite idea as to the length of his stay, but 
intending to return to his domicile when the purpose for which he came 
here had been accomplished. He was properly held a resident. 

On the other hand, mere presence in this country throughout a par- 
ticular year does not constitute residence under section 211, any more 
than under section 116(a), if particular circumstances do not clearly 
indicate anything approaching a permanent or at least extended career in 
this country. Thus, in the Constantinescu *”* case an alien, who appeared 
uniformly unpopular with Government agencies, was in the process of 
being deported by the Department of Justice during the very period for 
which the Bureau of Internal Revenue unsuccessfully claimed she was 
a resident. A similar holding was made ‘in the recent Nubar *" case, in 
which an Egyptian who came here in 1939 for cultural purposes on a 
visitor’s visa, leaving his wife and children abroad, obtained visa re- 
newals through 1940 and thereafter made attempts to return to Europe 
but was unable to do so until 1945. During a large part of this period 
he was subject to deportation under bond. Without any reference to 
Mimeograph 5883, the Tax Court held he was a nonresident since clearly 
he was marooned here by wartime conditions and did not plan to remain 
any longer than necessary. 





infra note 103. The filing of a declaration of intent on Form 1078 would probably be of 
greater significance. 

103 1945 Cum. Butt. 244. An early ruling even stated that if an alien has resided in 
the United States for one year, he will be presumed a resident in the absence of facts 
to the contrary. O.D. 197, 1 Cum. Butt. 164 (1919); cf. Reg. 111, Sec. 29.211-4, stating 
that an alien is presumed a nonresident. 

104 Swenson v. Thomas, 164 F.2d 783 (C.C.A.5th 1947). See also Audio G. Harvey, 
10 T.C. 183 (1948) Acq., 1948-1 Cum. Butt. 2. 

105 John H. Chapman, 9 T.C. 619 (1947). 

106 Florica Constantinescu, 11 T.C. 36 (1948). 

107 Zareh Nubar, 13 T.C. No. 75 (1949). 
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The presence of spouse or family is a strong makeweight but by no 
means decisive. In the Jamvold** case the taxpayer was a Norwegian 
merchant marine officer temporarily present in the United States under 
wartime government orders, and was held a nonresident even though he 
had married a United States citizen during the taxable year and had 
unsuccessfully, and in violation of Norwegian regulations, applied, 
through his wife, for an immigration visa. His position was generally 
comparable to that of American citizens who went abroad during the 
war years under temporary government or war contracts subject to mili- 
tary control or rigid company restrictions, who have been held not bona 
fide residents of the foreign country involved, under section 116(a).*°* 
As under section 116(a), the overt conduct of the taxpayer in identifying 
himself with or remaining aloof from the local “customs and lives” of 
his environment,’*® might to some extent be gauged so as to influence 
the desired result. 

A related question arises in determining the “residence” or “non- 
residence” of trusts. Although a trust is an intangible entity, it must be 
assigned a “residence’’ for tax purposes, separate from that of the human 
beings who created it or benefit from it. The federal law and regulations 
are almost completely silent on this problem, except for the statement in 
the regulations that the term nonresident alien individual includes a non- 
resident alien fiduciary.*** This would indicate that the residence of the 
trust is to be determined by the residence of the fiduciary rather than by 
the residence of the settlor or of the beneficiary or by the source of the 
income.**” 


108 Rolf and Ruth M. Jamvold, 11 T.C. 122 (1948) ; cf. Stefan Kowalski, 7 TCM 883 
(1948), reaching a different result where the foreign seaman had obtained a release from 
shipping assignments by his former government. 

In Cristina de Bourbon Patino, 13 T.C. No. 106 (1949), a wife’s residence was held 
not necessarily to follow that of her husband, a foreign diplomat alleged to be a non- 
resident, after the execution of a separation agreement; also, the wife’s allegation of 
New York residence in commencing divorce proceedings was accorded considerable 
weight. 

109 F.g., Downs v. Comm’r, 166 F.2d 504 (C.C.A.9th 1948), cert. denied, 334 U.S. 832 
(1948) ; Marvin M. Glascock, 7 TCM 675 (1948) ; J. Kenneth Hull, 7 TCM 403 (1948) ; 
cf. William B. Cruise, 12 T.C. 1059 (1949). See Stream, Earned Income from Foreign 
Sources, 26 Taxes 714 (1948). 

110 Cf. Downs v. Comm’r, supra note 109. 

111 Reg. 111, Sec. 29.211-2; see also G.C.M. 11,221, XI-2 Cum. Butt. 123 (1932). 

112 Estate of A.F.T. Cooper, 9 B.T.A. 21 (1927); A.R.M. 37, 2 Cum. Butt. 172 
(1919) ; Mertens, Law or Feperat INcoME TAXATION §39.62 (1942). But cf. I.T. 
3100, 1937-2 Cum. Butt. 156, involving the ancillary administrator of the estate of a 
nonresident alien. The federal authorities give no suggestion of applying the extreme 
and apparently untested New York State rule that if the creator of a trust was domi- 
ciled within New York at the time the trust was set up, it is a resident trust regardless 
of the residence of the beneficiaries or the trustees or of any other factor. See New 
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A “resident” trust would be taxable on accumulated income, including 
capital gains, derived from any source, with deductions for income dis- 
tributed or distributable to beneficiaries whether resident or nonresident. 
On the other hand, a “foreign” or “nonresident” trust would be subject 
to United States income tax only upon fixed or determinable income from 
sources within the United States. This apparently means that even though 
the grantor and ultimate beneficiaries are United States citizens or resi- 
dents, a trust set up with a foreign fiduciary could accumulate over many 
years, without United States tax, income from non-United States sources, 
which could ultimately be distributed to a United States beneficiary with 
nothing more than a tax upon the final twelve months income prior to 
distribution.*** Very substantial possibilities of income tax saving to 
United States citizens or residents may exist in this connection. Thus, a 
United States settlor could transfer assets to a “foreign” trust, admin- 
istered in a country with a low income tax rate or none at all, with the 
income to be derived largely or entirely from non-United States sources 
and to be accumulated for distribution to a United States beneficiary at 
a distant future date, such as the majority of an infant beneficiary. 
Despite the growing importance of the problem, the authorities governing 
the resident or nonresident status of the trust in such a case are meager 
and not too conclusive. 

The Bureau of Internal Revenue might attempt to attack such arrange- 
ments,"* although the political and financial tremulousness of most 
foreign areas will probably prevent the arrangements from becoming 
sufficiently widespread to give the Bureau much concern. The transaction 
would be more open to attack if some of the trust assets were physically 
located in this country,”® or if the foreign trustee were a trust company 
which was engaged in business within the United States. It would, 
however, shock common sense to suggest that any trust set up with a 
foreign trust company as trustee should be treated as a resident trust 
simply because the particular trust company might be a “resident”’ foreign 
corporation for purposes of its own income tax liability..** Except for 
these possible complications, foreign trusts for purposes of accumulation 


York Personal Income Tax Regulations, Art. 247. In all these cases the problem is 
complicated by possible changes in the status of the trustee or other parties between 
the creation of the trust and the tax year in question. 

118 See I.R.C. §162. 

114 Sections 1250 to 1254 of the Code would be a possible threat but would have no 
literal application if the original transfer involved cash or securities which had not 
appreciated over the settlor’s cost basis. 

115 See Jones Trust v. Comm’r, 132 F.2d 914 (C.C.A.4th 1943). 

116 The cases and rulings cited at note 11Z supra, involved individual fiduciaries, and 
it is not certain that the same reasoning would be applied to a foreign corporate fiduciary, 
especially if its chief headquarters were located abroad. 
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offer a fairly assured United States income tax saving, but in most cases 
the grantor would have to be extremely fascinated by tax-saving con- 
siderations to subject his assets to the foreign risks involved, especially 
since a long-term irrevocable trust, unlike a corporate creature, is not a 
servant that can be discharged at will. 


(b) Resident Aliens: 


Resident aliens are taxed in almost identically the same fashion as 
United States citizens.’ One exception is section 116(a), exempting 
the earned income of citizens who reside in a foreign country throughout 
an entire year, which naturally cannot apply to an alien who resides within 
this country. A further exception relates to the foreign tax credit under 
section 131(a), which is not allowed to a resident alien in the case of 
taxes paid to a foreign country, unless the country of which he is a 
citizen or subject grants reciprocal treatment to United States citizens 
residing therein.*** 

In Max Freudmann,”” a case with various melodramatic phases, two 
Belgian diamond merchants residing in the United States paid Canadian 
income taxes during 1941; and although Belgium did not then grant the 
reciprocity required by section 131(a) (3), it was contended that Article 
XV of the United States-Canadian tax treaty should be interpreted to 
allow a United States credit for Canadian taxes paid by a resident alien 
as well as a United States citizen, since if section 131(a)(3) were to be 
literally applied, the credit as set forth in the treaty would be mere sur- 
plusage. The Tax Court, however, denied the credit since the Canadian 
treaty provision allows a United States credit only “In accordance with 
the provisions of Section 131... ,” rejecting the contention of the 
taxpayers that this language refers only to the computation of the credit 
rather than to its basic allowance. 

The consequences of residence may in some instances be beneficial 
rather than harmful to the taxpayer. For example, an alien couple with 
substantial United States income might invite a classification as residents 
in order to enjoy the fruits of the income-splitting provisions possible on 


117 The war loss provisions of section 127 apply to resident aliens as well as to citizens. 
David Schnur, 10 T.C. 208 (1948) Acq., 1948-2 Cum. Butt. 3. 

118 For some recent rulings bearing on this point, see I.T. 3899, 1948-1 Cum. Butt. 72 
(Egypt) ; I.T. 3900, ibid. (Switzerland). As to what constitutes income, war profits 
or excess profit taxes within the meaning of section 131(h), see New York & Honduras 
Rosario Mining Co., 168 F.2d 745 (C.C.A.2d 1948) ; I.T. 3903, 1948-1 Cum. Butt. 70; 
I.T. 3924, 1948-2 Cum. Butt. 91. 

11910 T.C. 775 (1948) Acq., 1948-2 Cum. Butt. 2. See also Levy and Freedman, 
Recent Tax Developments Affecting Forcign Transactions, 26 Taxes 1125 (1948). 
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a joint return.**® Also, status as a resident alien might secure greater or 
additional exemptions *** and deductions,’ or permit losses incurred 
abroad to be offset against United States income. In the case of a change 
of residence status during the taxable year, only one return need be filed 
for the year, but the taxability of any particular item of income hinges 
upon the status at the time of receipt.** In such cases it is ruled that 
exemptions on account of spouse and dependents for the period of resi- 
dence cannot exceed the net income received during such period.’ 





(c) Nonresident aliens: 
(i) Not engaged in business here 


If a nonresident alien is not engaged in business here, he is of course 
taxable only on fixed or determinable annual or periodical gains from 
United States sources.’*® The tax is at a flat rate on gross income with 
no deductions or credits unless-the alien receives United States income 
in excess of $15,400, in which case he is taxable at the usual normal and 
surtax rates with deductions allocable to the income involved together 
with certain charitable contributions to United States organizations. In 
no event may such deductions reduce the aggregate tax to less than 30% 
of the gross income.**® The minimum 30% provision has not been 
affected by the general percentage reductions in recent years. 

An effort to repeal in large measure the freedom of such nonresident 
aliens from capital gains taxation upon transactions consummated here, 
at least if the alien was physically present within the United States, failed 
of adoption as part of the proposed Revenue Revision Act of 1948.%*" 
Nevertheless, the signposts indicate that the road will eventually lead to 


120 See ILR.C. §51(b) (2), added by the Revenue Act of 1948, precluding a joint return 
if either husband or wife “at any time” during the taxable year is a nonresident alien. 

121 See Reg. 111, Secs. 29.214-1(a), 29.215-1(a). 

122 See Reg. 111, Secs. 29.213-1(a), 29.215-1(a). 

123 J. A. C. Steur, 7 T.C. 1075 (1946) ; John C. Lee, 6 B.T.A. 1005 (1927). 

1247.T. 3926, 1948-2 Cum. Burt. 48. 

1257. R.C. §211(a). 

126 T.R.C. §§211(c) (3), 213-215. Such an alien receives a $600 exemption, plus $600 
for the spouse or dependents only if a resident of Mexico. Similarly, the additional 
blindness and over-65 credits apply only to individuals in this group who are residents 
of Mexico. In no case is the standard optional deduction allowed. I.R.C. §213(d). The 
allowance of exemptions and deductions is dependent upon the submission of a return, 
which is to be filed on Form 1040-NBa with the Baltimore Collector by the fifteenth 
day of the sixth month after the close of the year. The tax liabilities of this group are, 
of course, affected to some extent by the provisions of the income tax treaties between 
the United States and various foreign countries. For example, a resident of Canada 
otherwise falling into this category would apparently be taxable at 15% of gross income 
under Article XI of the Canadian treaty. 

137 H.R. 6712, Sec. 143. 
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a removal of the exemption. This is as it should be. Withholding of 
tax would be completely impractical in this connection, and the Treasury 
has therefore appeared disinclined to assume the administrative burdens 
which would result.*** However, such difficulties are no adequate reason 
for not having in the statute a taxing provision which could be enforced 
where feasible.**® Such a tax would be less of a deterrent to American 
investments by foreign individuals than in 1936 (the year of enactment 
of the present statutory scheme) when the competition of foreign markets 
was keener. 

Various cases have involved income distributed to nonresident aliens 
through trusts, particularly as to whether the tax character of the income 
survives the journey through the hands of the trustees. In most cases a 
trust has been treated as a mere conduit for this purpcse. Thus, a non- 
resident alien beneficiary receiving income from a trust which derives 
dividends from the United States, must treat such distributions as emanat- 
ing from the United States; it cannot successfully be contended that the 
source of the income is the foreign trust rather than the dividend-paying 
company within the United States. One case has held that interest 
received on United States bank accounts by a domestic trust, although 
exempt under section 119(a)(1)(A) if received by a nonresident alien, 
is taxable when distributed to a nonresident alien beneficiary through a 
domestic trust,*** but this result seems out of line with the general treat- 
ment.’*? United States capital gains realized by a foreign trust would 
not be taxable if the trust were not. itself “engaged in business” in this 
country and would, of course, not be taxable to a nonresident alien bene- 
ficiary of the trust if distributable or actually distributed during the 
year.*** 

A nonresident alien beneficiary is taxable on the net income from a trust 
only after deduction of the trust expenses usually allowable for income 
tax purposes. At one time the Treasury unsuccessfully attempted to tax 
the gross income of the trust to such a beneficiary, contending that this 
treatment was necessary since a nonresident alien individual is not en- 


128 See Memorandum Concerning Investigation of Alien Taxation, Exec. Rep. No. 4, 
79th Cong., 2d’ Sess. 4 (1946). 

129 Certain 1948 testimony by Senator Lodge succinctly points the moral. Hearings 
before Senate Finance Committee on H.R. 4790, 80th Cong., Ist Sess. 170-176 (1948). 
See also Young, Taxing Nonresident Alicn Individuals in ProckEpINGS oF NEw York 
University S1xtH ANNUAL INSTITUTE ON FEDERAL TAXATION 1095, 1104 (1948). 

130 Bence v. United States, 18 F. Supp. 848 (Ct. Cl. 1937). 

131 Vondermuhll vy. Helvering, 75 F.2d 656 (App. D. C. 1935); G.C.M. 9156, X-1 
Cum. Butt. 166 (1931). 

182 Such interest received and distributed by a foreign trust would clearly be exempt 
since the trust itself would have the status of a nonresident alien Faas 

183 T.T. 3495, 1941-2 Cum. Buti. 195. 
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titled to any deductions. In Otto H. Wittschen** the trust was a resi- 
dent trust, the corpus of which consisted of real estate. The trustee paid 
property taxes, insurance, and management fees, and also withheld an 
allowance for depreciation, paying only the net rentals to the nonresident 
alien beneficiary. The trust instrument provided that the beneficiary was 
to receive the net income “after deduction of proper expenses.” It was 
held that the income taxable to the nonresident alien beneficiary under 
section 211(a) could not be increased by the amount of these expenses. 
The trustee was not the agent of the beneficiary and the nonresident alien 
had not created the trust. It is not certain whether the same rule would 
apply if the grantor were taxable on the trust income on the ground that 
it was a revocable trust or that the grantor remained in substance the 
owner of the property under the Clifford doctrine. 





(ii) Engaged in trade or business within the United States 


A nonresident alien engaged in business within this country is, gen- 
erally speaking, taxable at the usual normal and surtax rates on all gross 
income from United States sources, less the deductions and credits 
allowed by the Code.** Capital gains realized in the United States are 
taxable to such individuals. 

Like the poor, questions of exactly what constitutes “doing business” 
are always with us. The phrase “engaged in trade or business within 
the United States” includes the rendition of personal services within this 
country, with an exception already mentioned.’*® However, section 
211(b) further provides that the statutory phrase shall not include the 
effecting of transactions in the United States in stocks, securities, or com- 
modities through a resident broker, commission agent, or custodian. 
That this exemption may cover less ground than most tax lawyers as- 
sumed is indicated by the recent Adda** case. There the taxpayer, an 
Egyptian national and resident who had never been in this country, gave 
his brother, who was a United States resident, broad discretionary 


1345 T.C. 10 (1945). 

135 Generally such deductions are allowable only to the extent connected with such 
income, except in connection with certain losses and charitable contributions. I.R.C. §213. 
The 1947 and 1948 percentage reductions in tax rates are applicable. The taxpayers in this 
category are entitled to a $600 exemption; the additional exemptions for a spouse, 
dependents, blindness, or age over 65 are allowed only in the case of residents of Canada 
or Mexico. Under section 219, a nonresident alien who is a member of a partnership 
engaged in business here is considered as individually so engaged. The allowance of 
deductions and credits is conditional upon a return, which is to be filed on Form 1040B 
before the fifteenth day of the six month after the close of the year in the district where 
the alien maintains his place of business, if any, and otherwise in Baltimore. 

136 Supra note 45. 

187 Fernand C. A. Adda, 10 T.C. 273 (1947). 
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authority to trade for the taxpayer’s account in cotton, wool, grains, 
copper, and other commodity futures through United States brokers. 
During 1941, the taxable year in question, the brother, pursuant to this 
agency, traded in substantial amounts and realized profits of approxi- 
mately $200,000. The Tax Court held that section 211(b) should be 
narrowly interpreted and upheld the Commissioner in viewing Adda as 
engaged in a United States business through his brother. Had the tax- 
payer handled and directed the transactions from abroad, the profits 
would have been exempt. However, the presence, in addition to the 
brokers, of a local agent having sweeping discretion, was felt to constitute 
the carrying on of a United States business by proxy. True, the tax- 
payer had no office in this country,’** but his brother was regarded as 
“a more potent means of doing business” here than a mere office with 
clerical employees. The Circuit Court of Appeals affirmed this curious 
result per curiam, and the Supreme Court denied certiorari.** 

The above result rides roughshod over the language of the statute. 
Section 211(b) contains no requirement that the judgment and discretion 
involved in the transaction be exercised abroad, and the section is literally 
applicable even though the alien should be present within the United 
States so long as he is not a resident.**° There are various prior cases in 
which nonresident aliens have been held engaged in business here through 
agents,*** but only where the acts done by the agent would clearly have 
constituted a business on the part of the alien if conducted directly. Such 
was not the fact in the Adda case if section 211(b) means what it says. 
However, it is a commonplace that as the tides of tax avoidance rise and 
fall, the construction of exemption provisions changes accordingly ; and 
the Tax Court may have been somewhat influenced in its result by the 
outcry against nonresident alien refugees who speculated on a rising 


1388 Even since the 1942 amendments to section 211(b), the exemption of commodity 
transactions, unlike the exemption of capital gains on securities, is conditioned upon the 
absence of a United States office in the name of the nonresident alien for effecting such 
transactions. 

189 171 F.2d 457. (C.C.A.4th 1948), cert. denied, 336 U.S. 952 (1949). 

140 Compare such earlier cases as Turner v. McCuen, 9 AFTR 1664 (D. C. Vt. 1930) 
(an estate tax case holding that a nonresident alien was not engaged in business within 
the United States even though he owned various investments in this country and came 
here occasionally in the status of a large shareholder, director, and oificer of a Vermont 
corporation). 

141 See, e.g., Helvering v. Boeckman, 107 F.2d 388 (C.C.A.2d 1939) (personal services) ; 
Angela Pacheco, Fidel Gonzales, Agent, B.T.A. Memo. Dkts. 96027-8. CCH Dec. 
11,238-F (1940) (managing real estate); cf. G.C.M. 21,219, 1939-1 Cum. Butt. 201. 
On the other hand, the “business” status of a nonresident alien trust grantor or bene- 
ficiary is not controlled by the status of the trustee, whether the trust is revocable or 
irrevocable. Reg. 111, Sec. 29.211-7(c). : 
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United States market during recent years without paying the taxes 
required of citizens. 

Arrangements similar to that in the 4ddda case have been common. 
particularly in recent years, and the implications of the decision have 
caused widespread concern. In such a case, there would be little im- 
portance attached to paper restrictions on the agent’s authority if the 
facts indicated that the actual decisions were nevertheless made here. 
However, the Adda case falls far short of announcing any invariable rule 
that profits on securities will be taxable to any alien who has the invest- 
ments lodged in the United States with a private custodian. The result 
may be otherwise, for example, where the trading through the agent is 
not so recurrent and extensive as to constitute a business under any 
reasonable interpretation. In the Adda case, the taxpayer was in the 
primary business of trading on commodity exchanges and held member- 
ships in several exchanges."**_ Also, Adda’s brother played his part 
gratuitously. If, in such a situation, the United States agent acted on 
behalf of numerous foreign clients and received substantial compensation, 
there might be a ground for distinction in that the agent himself would 
then occupy the position of a resident “commission agent or custodian.” 
The situation might then satisfy more clearly the purpose of the 1936 
statutory change, namely, to increase the profits of United States brokers, 
agents, or custodians so that the taxation of their profits would to some 
extent compensate for the loss of capital gains revenue as against the 
nonresident aliens themselves. , 

A startling contrast to the Adda case is offered by the recent Nubar ** 
decision, which represents a more faithful interpretation of the statute 
but serves to point out, in an almost humorous way, the error of the ddda 
result. During his protracted stay here, which the Tax Court found did 
not constitute residence, Nubar traded through resident brokers on securi- 
tics and commodities exchanges and realized substantial capital gains. 
The decisions as to these trading activities were made by the taxpayer 
himself, but the Tax Court held that because of the exception contained 
in section 211(b) the investment activities did not constitute engaging 
in a trade or business here. .\ccordingly, the capital gains in question 
were held not subject to federal income tax. The curious result of this 
case and the Adda case is that if a nonresident alien has an agent here, 
other than a broker or commission agent, who exercises discretion in a 


142 This particular point was apparently not contested in the first dda case. How- 
ever, in a subsequent decision involving the same taxpayer (10 T.C. 1291 (1948) Nonacq., 
1948-2 Cum. Butt. 5), the taxpayer was held not taxable for 1943 when his United 
States accounts were blocked and were in process of liquidation. 

143 Supra note 107. ’ 
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substantial series of securities and commodities transactions on behalf of 
his principal, he is engaged in business here and therefore taxable, but if 
the alien comes here himself and makes the decisions he is not so engaged 
and hence not taxable. 

A complete lack of consistency is apparent in this field between the 
interpretation of the phrase “engaged in trade or business” under section 
211(b) and under section 23(a) or (e). Thus we have the odd com- 
parison between the Adda case and the Supreme Court’s decision in 
Higgins v. Commissioner *** that the management of securities does not 
constitute a trade or business under section 23, regardless of the size of 
the investments or the number of the transactions. 

On the other hand, the cases involving management of real estate 
involve a discrepancy having the opposite result, namely, that a non- 
resident alien may not be engaged in trade or business in cases where a 
resident or citizen clearly would be so engaged. Thus, in Evelyn M. L. 
Neill,*** a nonresident alien who owned United States real estate and 
leased it for a long term, with the tenant erecting and operating the 
building, was held not engaged in business under section 211, and there- 
fore not entitled to deductions for depreciation, mortgage interest, or 
other expenses. More recent cases involving very similar facts, have held 
the nonresident alien engaged in business with somewhat less regard to 
the size of the real estate operations,*** but thus far there has been no 
apparent suggestion by either the Commissioner or the Tax Court that 
a nonresident alien should be given the benefit of real estate deductions, 
or conversely, be taxed on real estate gains, under the theory of the 
Hazard **" case that the ownership and rental of even a single piece of 
real estate constitutes a business. One looks in vain for anything in the 
legislative history of section 211 which explains why words given one 


144 312 U.S. 212 (1941). 

14546 B.T.A. 197 (1942). An alien was similarly denied the benefit of real estate 
deductions in Elizabeth L. M. Barbour, 3 TCM 216 (1944), where various parcels of 
real estate were owned by the nonresident alien and actively operated, although at a 
loss, by a local attorney as agent. In this case, unlike the Adda case, the management 
activities of the agent were ignored. The same tests as to the scope of the real estate 
investments and the degree of active management were applied, although with a different 
result, in Angela Pacheco, supra note 141, and Investors Mortgage Security Co., Ltd., 
4 TCM 45 (1945). Cf. Pinchot v. Comm’r, 113 F.2d 718 (C.C.A.2d 1940). See generally, 
Slonim, Aliens, Taxes, and “Engaged in Trade or Business Within the United States” in 
PRocEeDINGS OF NEw YorK UNIVERSITY FIFTH ANNUAL INSTITUTE ON FEDERAL TAXA- 
TION 398, 409-414 (1947). 

146 Estate of Frances S. Yerburgh, 4 TCM 1145 (1945). 

147 Leland Hazard, 7 T.C. 372 (1946). Certain of the treaties provide that a resident 
of the other treaty country who has no permanent establishment here but owns rented 
real estate within this country may elect to be taxed as though he were engaged in 
business here, with the benefit of depreciation and other deductions against the rentals. 
See, e.g., British treaty (Art. IX); Belgian treaty (not yet effective, Art. IX). 
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interpretation under section 23 should be given a wholly different meaning 
under the later section. However, the 30% minimum tax, which is 
effective as to nonresident aliens not engaged in business here, may have 
made the Government reluctant to press the Hazard analogy. 

Where a nonresident alien is employed within the United States, he 
cannot deduct meals and lodging in this country under section 23(a) 
even though he maintains his principal residence abroad. Thus, in 
Virginia Ruiz Carranza *** the taxpayer was a Mexican citizen employed 
in New York City but maintained her residence in Mexico. It was held 
that the taxpayer’s status as a nonresident alien did not alter the applica- 
tion of the principle laid down in the Flowers *** case that such expenses 
are deductible only if incurred while away from the principal place of 
business. Any other result would be an unwarranted discrimination 
against citizens in favor of nonresident aliens who are employed here 
but happen to retain their foreign living quarters. 





III. ForEIGN CorPORATIONS 


(a) Nonresident foreign corporations: 


The Code classifies foreign corporations as residents and nonresidents, 
a resident foreign corporation being one which is engaged in trade or 
business in the United States at any time within the taxable year, and a 
nonresident foreign corporation being one which is not so engaged.**° 
A nonresident foreign corporation is, generally speaking, taxable only on 
its fixed or determinable annual or periodical income from United States 


sources at a flat rate of 30%,’ and no deductions or credits are 
allowable.*” 

148 1] T.C. 224 (1948). See also Moses Mitnick, 13 T.C. No. 1 (1949). However, an 
alien on a concert tour would be treated differently. See I.T. 3034, XV-2 Cum. Butt. 
136 (1936) and G.C.M. 26,013, supra note 90. 

149 Comm’r v. Flowers, 326 U.S. 465 (1946). 

150 Reg. 111, Sec. 29.231-1. 

151 ].R.C, §231. The rate of tax on certain types of income is reduced as to corporations 
of some foreign countries by the provisions of the various income tax treaties. As to 
income from United States sources, both resident and nonresident foreign corporations 
may be subject to the surtax on improper accumulation of earnings imposed by section 102, 
with the exception that under the regulations the surtax will not apply if all the share- 
holders of the foreign corporation are nonresident alien individuals who, by the applica- 
tion of section 211(a), would not be subject to surtax with respect to distributions 
of the corporation if made (Reg. 111, Sec. 29.102-1). 

152 Reg. 111, Sec. 29.232-1(a). If tax liability is not fully satisfied by withholding, the 
nonresident corporation is to file a return on Form 1120 NB with the Baltimore Collector 
on or before the fifteenth day of the sixth month after the close of the taxable year. 
I.R.C. §235; Reg. 111, Sec. 29.235-1. 
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(b) Resident foreign corporations: 


A resident foreign corporation is subject to normal tax at a dat 24% 
but to the same rates of surtax as are applicable to domestic corporations 
upon all its net income from United States sources, including gains on 
capital assets or inventory items.*** Furthermore, a resident foreign 
corporation is entitled to a dividends-received credit for dividends from 
domestic companies.*** As already mentioned,*” no such credit is allowed 
under present law as to dividends from foreign corporations even though 
the great bulk or all of the payor’s income is derived from United States 
sources, which is obviously inequitable and should be corrected by legisla- 
tion. On the other hand, if a resident foreign corporation should receive 
dividends from a domestic company receiving less than 20% of its 
income from United States sources within section 119(a)(2)(A), a 
question might arise as to whether such dividends could nevertheless be 
claimed as a dividends-received credit, up to 85% of adjusted net income, 
against other income from United States sources. Although the language 
of the statute leaves a loophole here, such a contention would be so 
inequitable as to have little likelihood of success, and the regulations 
attempt to foreclose any such claim.’ 


(c) Meaning of “engaged in trade or business in the United States”: 


There has been much less case law than might be expected concerning 
the meaning of the phrase “engaged in trade or business within the 
United States” as applied to corporations. The maintenance of an office 
in this country is not a controlling factor since the Revenue Act of 1942, 
although it is still a strong evidentiary item. The mere ownership of 
investments and the receipt of income therefrom would not constitute 
conducting a business here, at least if the investment policies are de- 
termined abroad. It is also fairly clear that merely making purchases of 
material in the United States through an agent does not constitute doing 
business.*** Generally, however, any regular and continuous activity 


158 Under section. 232, deductions are allowed only to the extent that they are connected 
with income from United States sources with the exception of deductions for certain 
charitable contributions. Since income from foreign sources is not taxable here, such a 
corporation receives no credit for foreign taxes. I.R.C. §234. As mentioned above, supra 
note 89, the allowance of deductions is conditioned by section 233 upon the submission 
of a true and accurate return, which is to be filed on Form 1120 on or before the 
fifteenth day of the sixth month following the close of the taxable year. Reg. 111, 
Sec. 29.53-3 

154 T.R.C. §26(b). 

155 Supra p. 260. 

156 Reg. 111, Sec. 29.233-1. 

157 R, J. Dorn & Co., 12 B.T.A. 1102 (1928). 
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carried on here by a foreign company’s employees or agents beyond the 
mere receipt of income from property may constitute the conduct of a 
business, unless the activities are purely ministerial in character. 

That routine clerical duties carried on in a United States office in 
connection with investments do not constitute engaging in business, par- 
ticularly since the restrictive amendment of 1942, was illustrated recently 
by Scottish American Investment Company, Ltd.*** The taxpayers in 
this case were British investment trusts with their principal office in 
Scotland. On behalf of their security holders, these companies invested 
in United States securities to the extent of several million dollars. Prior 
to 1936 this was done through resident banks which collected the dividends 
and interest, maintained the necessary records, and submitted reports 
abroad. In 1936 the taxpayers established an office in Jersey City under 
the supervision of an “assistant secretary” who was a member of an 
accounting firm and had a small staff of clerical employees, also on the 
accounting firm’s payroll. This office kept the records, collected the divi- 
dends and interest for deposit in the taxpayer’s bank accounts, sent 
reports to the home office, and occasionally voted proxies. The “assistant 
secretary” could draw on the taxpayer’s United States bank accounts up 
to $5,000 a month. As before, the securities were physically kept by 
certain custodian banks and the security transactions were effected through 
resident brokers pursuant to decisions made by the home office. During 
1942 and 1943, the years in question, the United States investments of 
the Scottish American Company were in excess of five million dollars, 
while the expenses of the Jersey City office were in the neighborhood 
of $5,000 annually. The Tax Court held that the taxpayers were not 
resident corporations during 1942 and 1943, since the activities of the 
American office involved merely routine and clerical functions. The Adda 
case was distinguished on the ground that here the policy as to invest- 
ments was ali dictated from abroad where the directors’ meetings were 
held. There were five dissents on the basis of an earlier Supreme Court 
decision involving the same taxpayer,**® which had held that it did have 
an office here within the meaning of the pre-1942 version of section 
231(b), and which stated in the course of the opinion that the American 
office “performed tasks essential to the proper maintenance of a large 
investment portfolio” and “was used for the regular transaction of 
business,” **° 





15812 T.C. 49 (1949). 

159 Comm’r v. Scottish American Investment Co., 323 U.S. 119 (1944). 

160 The purposes of a United States office were held not sufficiently important to 
constitute an “office or place of business” even under the pre-1942 statutory language in 
Aktiebolaget Separator v. Hoey, 49-1 USTC 9253 (S. D. N. Y. 1949), in which a 
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Problems frequently arise in connection with arrangements made for 
marketing in this country goods made by a foreign corporation. Of 
course, if the goods are marketed here by employees of the foreign cor- 
poration, or if they are both manufactured and sold here by the corpora- 
tion itself or by a syndicate of which it is a member, no problem arises 
in determining that it is engaged in trade or business here.** However, 
where the goods are to be marketed through arrangements with an inde- 
pendent agent here, and the transaction is not within the limited exemp- 
tion provided by section 211(b), determination of the question may be 
more difficult.*°* Where the arrangement is an exclusive one in the sense 
that the American agent represents no competitors of the foreign principal, 
there is danger that the foreign corporation will be considered as engaged 
in trade or business within the United States,** even though the agent is 
not affiliated and has no discretion. 

A converse problem frequently arises where a foreign corporation 
purchases, in this country, goods or commodities for resale to its foreign 
customers. While the general rule that engaging in purchasing activities 
here does not constitute carrying on business is helpful, practical business 
requirements frequently dictate that the payment of the resale price be 
received in dollars in the United States in order to permit the corporation 
to pay its supplier. Furthermore, some arrangement must frequently be 
made by someone in the United States for the shipment of the goods in 
question to the foreign customers. If the commodities involved are subject 
to rapid fluctuations in market price, difficulties of communication, and 
the necessity for instantaneous decisions may require as a practical matter 
that a United States agent be vested with considerable discretion in 
negotiating such transactions. While no doubt in such situations it would 


Swedish corporation leased office space from an American subsidiary, the space being 
the one room occupied by the secretary to the president of the United States firm, to 
perform certain services on behalf of the foreign corporation principally in connection 
with the receipt and forwarding of dividends. The extent of the secretary’s functions 
was indicated by the fact that the foreign corporation paid her $25 a month as com- 
pared with her regular salary of $300 monthly from the American firm. See also 
Aktiebolaget Separator v. Comm’r, 128 F.2d 739 (C.C.A.2d 1942), involving a similar 
question with reference to the same company for 1936. In the second suit testimony was 
introduced to the effect that the American office was opened with a view to possible 
use in the event of a European conflict leading to the occupation of Sweden. The prospect 
of running the world-wide affairs of this far-flung corporation from a secretary’s office 
was not sufficiently plausible to change the result. 

161 Cantrell & Cochrane, Ltd., 19 B.T.A. 16 (1930). 

162 European Naval Stores Company, S. A., 11 T.C. 127 (1948) bears to some extent 
on this problem, but turned upon the isolated character of the sale within this country. 

168 G.C.M. 21,219, 1939-1 Cum. Butt. 201. Cf. Union Internationale de Placements v. 
Hoey, 96 F.2d 591 (C.C.A.2d 1938); Vahram Chimchirian, 42 B.T.A. 1437 (1940), 
aff'd per curiam, 125 F.2d 746 (App. D. C. 1942); Zander & Cia, Ltd. 42 B.T.A. 50 
(1940) ; I.T. 3225, 1938-2 Cum. Butt. 95. 
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be helpful to have contracts or confirmations sent to the foreign customers 
from abroad, it is far from clear the foreign company could successfully 
contend that it is not engaged in business here. If so engaged it would, 
of course, be subject to United States income tax with reference to 
resales to its foreign customers in those instances where title passes to 
its customers in the United States.*** Under such circumstances the task 
of devising a mechanism which offers a reasonable assurance of freedom 
from United States tax and at the same time meets practical business 
requirements, is one of some difficulty. The difficulties would be intensi- 
fied if the foreign corporation is itself a United States corporation’s 
subsidiary formed, for example, in a country which has no income tax, 
for the purpose of carrying on foreign marketing activities for its United 
States parent. 

There are two recent cases which impinge to some extent on this 
problem, but their value is open to question because of the existence of 
special circumstances arising out of World War II. In Amalgamated 
Dental Company, Ltd.,**° the petitioner was a British corporation with 
its head office in London, engaged in manufacturing, buying, and selling 
dental supplies. It owned one-third of the stock of the Dentist Supply 
Company of New York, a domestic corporation which manufactured and 
sold artificial teeth. Over a long period of years, Dentist Supply sold 
large quantities of its products to petitioner, which in turn resold them 
in Europe and throughout the British Empire. During 1940, because 
of war conditions, petitioner made arrangements with Dentist Supply 
whereby the latter shipped merchandise directly to these foreign customers 
against orders forwarded to it by petitioner. Dentist Supply billed the 
petitioner at wholesale prices with the invoices reading “sold to Amalga- 
mated Dental Co. Ltd.” It also billed the same merchandise at retail prices 
to customers and remitted the difference to petitioner. The latter claimed 
that for 1940 and 1941 it was doing business in the United States 
through the Dentist Supply Company as its agents, and was, therefore, 
entitled to certain deductions against United States income tax. The Tax 
Court, with two dissents, held that petitioner was not doing business here. 
However, it should be noted that the Tax Court regarded the arrange- 
ment not as a permanent policy but as merely a temporary modification, 
enforced by the war, of a relationship which had been purely one of 
vendor-vendee for forty years. The Court felt that the relationship was 
still in fact one of vendor-vendee, and not one of agency. No agency 
fees as such were charged by the American company. The fact of stock 





164 Such problems of title passage are discussed at pp. 268 to aoa supra. 
1656 T.C. 1009 (1946). 
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affiliation was apparently not regarded as significant. In this case the 
terms of sale were controlled by the petitioner. The assumption of the 
case seems to have been that if the United States company had heen an 
agent, the result would have been different even though the American 
company had no discretion as to the final acceptance of the terms of the 
transactions. Moreover, in this case the British company, for reasons 
peculiar to its own tax position, was claiming to be doing business in 
this country, although during the years in question it had originally taken 
a contrary position. A different result might well have been reached if 
the Treasury rather than the taxpayer had been making that contention. 

In British Timken, Limited *°* it appeared that prior to World War II 
the taxpayer, a nonresident foreign corporation, had purchased from an 
American company roller bearings which it resold to its customers in 
territory exclusively assigned to it under an agreement with its supplier. 
The American company was the largest stockholder of the taxpayer. Tn 
1939 the outbreak of the war made a change in method of operations 
necessary, and during that year and 1940 the taxpayer forwarded orders 
from its customers to the \merican company. In 1941 a new method 
was introduced under which the taxpayer's distributors and customers 
abroad sent their orders directly to the American company. The American 
company under both arrangements shipped the bearings directly to the 
taxpayer’s customers f.o.b. Canton, Ohio. In 1939 and 1940 the taxpayer 
was credited with the difference between the prices charged its customers 
and the normal price the- American company would have charged the 
taxpayer for the same bearings. After January, 1941 the taxpayer re- 
ceived a flat 20% of the gross sales price of such orders. ‘Title to the 
bearings passed directly from the \merican company to taxpayer’s dis- 
tributors and customers, and the sales price was collected by the .\merican 
company. It was conceded that the taxpayer had no office or place of 
business in the United States and was not engaged in business here. 
However, the Commissioner contended that the arrangement constituted 
a profit-sharing agreement and that the amounts received by the taxpayer 
constituted fixed and determinable income from United States sources. 
The Tax Court held, following the Amalgamated Dental case, that the 
.\merican company was not an agent of the taxpayer. The Tax Court 
took the view that the arrangement constituted merely the payment of 
compensation for the performance of services outside the United States 


by the taxpayer through its sales organization and distributors, and 
therefore held that the income was from sources outside the United 
States. Here again the fact of affiliation through stock ownership played 
no part in the decision. 


166 12 'T.C. 880 (1949). 
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A somewhat different situation which frequently gives rise to concern is 
that involving the activities of a foreign corporation which has a statutory 
office in the country of incorporation, but the internal management of 
which is regulated entirely within the United States. For example, an 
American corporation might form a Panama subsidiary to act as a ship- 
ping company or to hold the securities of its various foreign subsidiaries. 
In many such instances there is a tendency to maintain nothing more than 
a statutory office in Panama and to keep all books, records, and bank 
accounts, and to hold all directors and stockholders meetings, in this 
country. In spite of the general rule that internal activities of a corporation 
do not constitute transacting business *” it might well be held that such 
a corporation is engaged in trade or business within the United States. 

One reason for the absence of any clear guide-posts as to what consti- 
tutes engaging in trade or business in the United States is probably that 
the Government is not certain whether its bread is buttered on the side 
of a stringent or a broad application of the statutory language. A ruling 
that one company is engaged in business here, and therefore taxable on 
profits from sales within this country, may logically mean that another 
company situated somewhat similarly would receive the. benefit of lower 
tax rates or a large dividends-received credit. The tax results flowing 
from a resident status may thus be beneficial to the Government in some 
cases and to the taxpayers in others; consequently the parties have exag- 
gcrated or minimized the importance of various business activities to 
suit their immediate tax purposes with .the result of utter confusion as 
to what the basic tests are. In a large number of instances the question 
is not one which can be answered simply in terms of square feet of office 
space, the number of employees, the size and location of bank accounts, 
or any other empirical fact; each case involves a judgment as to the 
importance of the activities carried on here in proportion to the business 





activities as a whole. 

[even more steeped in equivocation than the phrase “‘engaged in trade 
or business” is the “permanent establishment” test laid down by the 
various tax treaties. The regulations as yet throw little light on this new 
road; the treaty term is intended to cover less ground than the phrase 
“engaged in trade or business,” but exactly how much less is a story yet 
untold. For example, the treaties make it clear that if a British firm sells 
automobiles in the United States through an exclusive commission agent, 








167 See Scottish American Investment Co., Ltd., 12 T.C. 49, 60 (1949) ; Piedras Negras 
Broadcasting Co., 43 B.T.A. 297, 307 (1941), aff'd, 127 F.2d 260 (C.C.A.5th 1942). 
Under some state franchise tax laws, however, such internal activities are expressly taken 
into account. See ¢.a.. New York Franchise Tax Regulations (under Article 9-A), 
\rt. 141. 4 
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such agent would not be viewed as a “‘permanent establishment,” in the 
absence of any general contract authority or any stock of merchandise 
from which to fulfill orders, even though the operations might be regarded 
as “engaged in trade or business” here under prior law. However, if the 
foreign firm should employ numerous salesmen here, or if it should 
enter into a profit-sharing arrangement with an American firm approach- 
ing a joint venture, the answer becomes less clear.*® 


IV. WITHHOLDING 


As a necessary collection device, section 143(b) of the Code provides 
generally that in the case of certain types of income paid to nonresident ** 
alien individuals and partnerships not engaged in trade or business within 
the United States and composed in whole or in part of nonresident aliens, 
there shall be withheld a tax at the rate of 30%. The withholding require- 
ment also applies to payments made to nonresident alien fiduciaries even 
though the beneficiaries may be United States citizens or residents.*”° 
Withholding is required even where the nonresident alien is engaged in 
trade or business within the United States, except in the case of pay- 
ments made to a partnership so engaged, of which an alien is a member.*™ 
The amount so withheld is reportable in a return to be filed on or before 
March 15th of the following year, and is payable to the Government on 
or before the following June 15th. If the alien’s tax liability has not 
been fully satisfied by the withholding, such amount is to be included 
in the return of the recipient of the income, who in turn is given a credit 


168 See Alexander, op. cit. supra note 24, at 298-309. 

169 The United States payor of such income to an alien employee or other recipient 
should, of course, assume that the alien is a nonresident, unless the alien produces satis- 
factory proof to the contrary. In so far as the Treasury Department is concerned, the 
requirement of proof is satisfied if the employee files a certificate of residence on Treasury 
Form 1078, a copy of which is forwarded to Washington. 

170 Reg. 111, Sec. 29.143-1(a). If a trust is of such a type (for example, with the 
income being used to discharge an obligation of the settlor) that under general prin- 
ciples of income-tax law the income would be attributable to the grantor, the same rule 
is applicable even though the grantor is a nonresident alien. Cf. Princess Lida of Thurn & 
Taxis, 37 B.T.A. 41 (1938). In a related case the Government was unsuccessful in 
assessing the resident trustee for failure to withhold tax on the payments of alimony 
which were actually made to the divorced wife in this country but were taxable under 
former law to the nonresident alien grantor, who was also the other trustee. G. P. Fitz- 
gerald, 4 T.C. 494 (1944). The Bureau acquiesced in this result (1945 Cum. Butt. 3) 
although it seems in conflict with certain provisions of the withholding regulations. 
Reg. 111, Sec. 29.143-1(a). In any event, withholding would clearly be required if the 
trust were properly classified as a nonresident entity. 

See also 1.T. 3859, 1947-2 Cum. Butt. 98 (husband required to withhold tax on 
nonresident alien wife’s share of community income) ; I.T. 2624, XI-1 Cum. Butt. 122 
(1932) (royalties paid to a foreign author through a United States agent). 

171 J.T. 3233, 1938-2 Cum. Butt. 192. . 
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against income tax in the amount withheld.’ A similar provision con- 
cerning payments to nonresident foreign corporations appears in section 
144 of the Code. The income upon which tax is required to be withheld 
is limited to interest,*** dividends,’* rents, salaries, wages, premiums, 
annuities, compensation, emoluments, “or other fixed or determinable 
annual or periodical gain, profits and income,” but such items are subject 
to withholding only to the extent that they constitute gross income from 
sources within the United States; for example, if commissions or other 
compensation should be paid for services rendered outside the United 
States, no withholding is required. 

The administrative difficulties with these provisions in determining 
whether given items are subject to withholding, and if so, who should bear 
the responsibility of withholding, are attested by the multitude of pub- 
lished rulings in this field. The withholding sections incorporate within 
themselves all the problems as to the residence status of the recipient, the 
source of the income, and other broad problems already discussed, besides 
injecting new problems of their own. The regulations provide *" that 





172 T.R.C. §143(d). 

178 Except (1) interest on deposits with persons carrying on the. banking business 
paid to persons not engaged in business in the United States; (2) interest paid by a 
resident alien individual, a resident foreign corporation, or a domestic corporation, less 
than 20% of the gross income of which during the preceding three-year period was 
derived from sources within the United States (sce I.R.C. §119(a)(1)); (3) accrued 
interest paid in connection with the sale of bonds between interest dates; and (4) cer- 
tain types of interest exempted by the various income tax treaties. See generally Reg. 
111, Sec. 29.143-1. ; 

See also the historical relic of section 143(a), under which withholding at the usual 
rate is required in the case of interest paid to nonresident foreigners as to all tax-free 
covenant bonds issued on or after January 1, 1934, and as to similar bonds issued before 
that date if the liability assumed by the obligor did not exceed 2% of the interest. 
St. Francis Hospital v. Helvering, 125 F.2d 553 (App. D. C. 1942), cert. denied, 316 
U.S. 697 (1942) 

174 Except (1) dividends paid by a foreign corporation, unless the corporation is 
engaged in trade or business within the United States, and more than 85% of its gross 
income for the preceding three-year period was derived from sources within the United 
States; (2) dividends paid by a domestic corporation entitled to the benefits of section 251; 
(3) dividends paid by a domestic corporation, which during the preceding three-year 
period derived less than 20% of its gross income from sources within the United States; 
and (4) dividends paid by a China Trade Act corporation, except where such dividends 
are from sources within the United States and are distributed to a nonresident alien 
or nonresident foreign corporation taxable on such amounts. See generally, Reg. 111, 
Sec. 29.143-3. See also I.T. 2938, XIV-2 Cum. Butt. 139 (1935), ruling that where 
stock, even in a foreign corporation, is owned by a person specified in sections 143 or 
144, but the stock is held in the name of a nominee, the nominee must comply with the 
withholding provisions unless the record owner has ascertained that the foreign corpora- 
tion has received an official ruling that its dividends are not derived from United States 
sources within the purview of section 119. 

175 Reg. 111, Sec. 29.143-2. 
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income is “fixed’’ when the amounts in which it is to be paid are definitely 
predetermined, and that income is “determinable” whenever there is a 
basis of calculation by which the amount to be paid may be ascertained. 
Such items as royalties, commissions, and distributable trust income de- 
rived from United States sources constitute fixed or determinable annual 
or periodical income, as do also items such as taxes or insurance premiums 
paid by a tenant for a nonresident alien landlord pursuant to the terms 
of the lease. On the other hand, income derived from a sale in the 
United States of property, whether real or personal, is not of a fixed or 
determinable character. However, the production and sale of oil and 
gas is treated as an income-producing operation and not as the sale of 
personal property. Thus, in P. D. Bowlen* proceeds of the sale of oil 
produced by oil wells in Texas owned wholly or partly by two Canadian 
syndicates were held to constitute fixed or determinable income and 
subject to withholding. 

An example of the many excruciating difficulties arises where a United 
States company issues, to nonresident alien shareholders, stock purchase 
warrants of a type which would ordinarily cause taxable income to flow 
from the exercise or sale of the warrants. One such transaction resulted 
in three separate recent rulings. The first stated that no withholding 
would be required on the mere issuance of the warrants.*** The second 
stated that withholding by the issuing company or its warrant agent 
would be necessary upon the exercise or sale of the warrants by a non- 
resident alien.**® Such a requirement might constitute a real instrument 
of torture, particularly in the event of a sale of the rights. The second 
ruling recognized that if an innocent purchaser of such a right from the 
nonresident alien should present it for conversion into stock, the com- 
pany’s refusal to issue the stock might cause “possible unpleasantness” — 
hardly an adequate word. The difficulties would be further aggravated 
if the option related to the stock of another company, so that the issuing 
corporation would have no control whatever over the warrant after its 
distribution. Upon further reflection, the Commissioner relented **° to 
the extent of conceding that the income upon a sale, as distinguished from 
an exercise of the warrant, should not be subject to withholding, since 


the income would not be of a fixed or determinable type. Since the 


176 Cf. O.D. 384, 2 Cum. Butt. 212 (1920), stating that where a domestic company 
acted as the agent of a foreign company under a profit-sharing arrangement for the 
marketing in this country of goods purchased abroad, the foreign company’s share of 
such profits was not subject to withholding. 

1774 T.C. 486 (1944). 

178 G.C.M. 25,063, 1947-1 Cum. Butt. 45. 

179 Special ruling, 485 CCH {6175 (Jan. 15, 1948). 

180 Special ruling, 495 CCH 6125 (Apr. 21, 1949). 
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language of section 143 imposing the withholding requirement is identical 
with the tax-imposing language of section 211(a), the implication would 
seem to be that the nonresident alien, if not engaged in business within the 
United States, would be wholly free from tax upon such a profit, although 
the ruling does not expressly so state. 

Various exceptions to the usual withholding procedure in connection 
with compensation,*** dividends, and other fixed or determinable pay- 
ments to nonresident aliens are created by special provisions in section 143 
and by the numerous tax treaties. Exceptions currently exist in the case 
of Canada, Mexico, France, Sweden, the United Kingdom, Denmark, and 
the Netherlands. For example, annuity payments made from this country 
are in various cases exempt from withholding under the treaties. With- 
holding from aliens who are citizens and residents of Canada not en- 
gaged in business here is usually at a flat rate of 15% rather than 30%. 
A nonresident alien employee who is a citizen of Canada is treated exactly 
like a United States citizen if he~“‘enters and leaves the United States at 
frequent intervals.” In other words, such an employee is subject to the 
regular wage bracket withholding procedure applicable to United States 
citizens or residents ; *** another exception relates to a nonresident alien 
employee, a citizen of Canada, if the period of his services within the 
United States and the amount of his compensation qualify him for the 
exemption under Article VII of the Canadian Convention.*** An un- 
usually broad exemption is found in Article 9 of the recent supplementary 
protocol with France, as to which the exchange of ratifications occurred 
on October 17, 1949, under which a nonresident alien who is a resident 
of France may be present in the United States in the employ of a French 
business enterprise without being subject to United States tax or with- 
holding upon his income thus earned until he has been present here for 
an entire year. A nonresident alien who is a citizen of Sweden is exempt 
from federal income tax and therefore from withholding, if he is tem- 
porarily present in the United States for not more than 90 days and 





181 As to compensation paid to nonresident aliens for services rendered in this country, 
the familiar general rule as stated above is that the American payor must deduct and 
withhold federal tax at 30% and file a withholding return for such an employee on 
Form 1042. The withholding reflects a personal exemption, which is prorated for the 
period of employment in the United States as provided in the instructions which are 
attached to Form 1042; a detailed statement as to the amount of such compensation 
together with the amount of the exemption thus prorated is to be attached to the return. 

182 Reg. 111, Sec. 29.143-3. This exception also applies to nonresident aliens who are 
residents of Mexico and likewise to nonresident aliens engaged in agricultural labor, 
as defined in section 1426(h) of the Code. 

183 See p. 264 supra. Such tax-exempt income must, however, be reported on an informa- 
tion return. See also note 30 supra as to the reduced rate of 5% applicable to dividends 
paid by an American subsidiary to a Canadian parent company under certain conditions. 
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receives not more than $3,000 in the aggregate during the year for his 
services, or if his services here are performed on behalf of a Swedish 
employer and do not aggregate more than 180 days during the year. The 
latter type of exemption is also found in the Conventions with the 
United Kingdom,*** Denmark,’*” and the Netherlands.*“ Similarly, with- 
holding is eliminated as to royalty payments to residents of the United 
Kingdom, France, Sweden, Denmark, and the Netherlands (but not 
Canada) under the respective treaties with those countries, but these 
Conventions impose certain mechanical obligations upon the foreign 
recipient and the American payor as a condition to the withholding 
exemption.**” 


V. CuHoIcE oF Forms For Doinc BUSINESS IN THE UNITED STATES 


An evaluation of the various forms available to nonresident aliens 
and foreign corporations for doing business in the United States requires, 
of course, not only a consideration of the various United States tax 
ramifications, but also an analysis of the impact of the taxes of the 
home country upon the income resulting from the United States opera- 
tions. Frequently the latter considerations may prove to be decisive, with 
the ultimate decision in most instances being made by the foreign home 
office with the assistance and advice of counsel abroad. 


(a) Branch office: 


The use of a branch office would naturally subject the foreign alien 
individual or corporation to the general jurisdiction of our courts and 
would thus subject the assets of the entire enterprise to liability in the 
event that the United States venture should prove financially unsuccessful. 
A branch office would also entail possible complications in determining the 
proper allocation of income and expenses to sources within and without 
the United States, not only for federal tax purposes but also, in many 
instances, for the purpose of taxation by the various states. 


184 Art, XI. 

185 Art, XI. 

186 Art. XVI. 

187 For example, a recipient of such royalties who is a resident of the United King- 
dom or is a corporation managed and controlled in the United Kingdom, must file with 
the American payor a Form 1001A-U-K, which sets forth the address of both parties 
and contains statements that the recipient is a resident of the United Kingdom, or a com- 
pany managed and controlled within that country, that the recipient has no permanent 
establishment here, and is subject to United Kingdom tax with respect to such pay- 
ments. The American payor, upon receiving this form, is to forward a duplicate to the 
Commissioner of Internal Revenue, and the information contained therein is no doubt 
made available for the information of the other treaty country. 
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The use of a branch would clearly place the foreign company or in- 
dividual in the position of engaging in trade or business in this country 
and thereby would result in United States income taxation on all income 
from United States sources including income from capital gains,*** in- 
terest on United States bank deposits,**® and other types of income which 
might otherwise go free from taxation in this country.’*”° On the other 
hand, a foreign corporation which has a branch office here, thus becoming 
a resident foreign corporation, would receive a dividends-received credit 
under section 26(b) with reference to dividends from United States 
corporations.** 





(b) Separate corporation: 


It is conceivable that there might be an advantage to forming a separate 
corporation under the law of the home country to conduct the United 
States operations. Numerous foreign countries administer their tax laws 
in such a way that income from sources outside the country are not taxed 
to its residents or corporations.**? For example, the profits of a British 
company operating abroad and managed and controlled through a board 
of directors established abroad are not subject to British income tax until 
they are remitted to England.*** Under such circumstances, and depend- 
ing on the law of the particular country involved, there may be an ad- 
vantage in forming a corporation in the home country and qualifying it 
to do business in the United States. In the case of a British company 
which is considering doing business here, the use of a subsidiary British 
company operated and controlled by a board of directors residing here 
would have a United States tax advantage over a United States subsidiary 


188]. R.C. §211(b); Reg. 111, Sec. 29.231-1. See also British treaty (Art. XIV); 
Canadian treaty (Art. VIII); French treaty of January, 1945 (Art. 11); Swedish 
treaty (Art. IX). It is noteworthy that in the ratification of the Netherlands treaty, 
Art. XI was rejected by the United States Senate, and in the ratification of the Danish 
treaty, Art. XII was similarly rejected. 

189 T.R.C. §119(a) (1). Sce also British treaty (Art. VII) ; Danish treaty (Art. VII) ; 
Netherlands treaty (Art. VIII); cf. Swedish treaty (Art. VIII). 

190 For example, as to interest paid by United States debtors other than subsidiary 
companies, see British treaty (Art. VII) ; Danish treaty (Art. VII) ; Netherlands treaty 
(Art. VIII). Similarly, as to royalties see Danish treaty (Art. VIII); French treaty 
(Art. 7); Netherlands treaty (Art. IX) ; British treaty (Art. VIII). Cf. Swedish treaty 
(Art. VI). See also Canadian treaty (Art. XI), providing a reduced rate of tax upon 
all income from United States sources in the case of Canadian residents and Canadian 
corporations not engaged in business in the United States and having no office or place 
of business here. 

191 Other than China Trade Act corporations or corporations entitled to the benefits 
of section 251. 

192 See generally, Report on Regime of Tax Relief for Domestic Taxpayers Operating 
Abroad, NATIONAL ForeiGN Trapve Councit, Inc. 48 (New York, 1947). 

193 Income Tax Act of 1918, as amended, Rule 2, Case V, Schedule D. 
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corporation in that its dividends when paid to its British parent would 
be entirely exempt from United States tax,*** whereas dividends paid to 
a British parent by a United States subsidiary corporation would be 
subject to tax at the rate of 5% or, in the event that less than 95% of 
its entire voting power is owned by its parent company, at the rate of 
15%.** However, since the British tax rate is higher than the United 
States rate, and since a credit against the British tax is given for United 
States income taxes incurred here, the end result is no more favorable 
after all taxes than if a United States subsidiary were involved: the only 
difference would be in the tax revenues received by the United States and 
Great Britain. 

Another possibility which in the past has enjoyed a certain amount of 
popularity is the formation of a corporation in a third country having no 
income tax, such as Panama or the Bahamas, and qualifying it to do 
business here. In view of the increasing number of income tax treaties 
being entered into by the United States, this method of organization may 
soon prove to be disadvantageous in many instances. 

By far the most common method adopted is, of course, the formation 
of a United States corporation. Ownership of the stock of such a cor- 
poration does not in itself constitute the maintenance of a “permanent 
establishment” in this country for the purpose of the various tax 
treaties *°° and therefore would not jeopardize the reduced rate of tax on 
dividends from a United States corporation for which many of the 
treaties provide.’ Such a United States corporation would, of course, 
be taxable at regular corporate rates.*** In the absence of treaty, dividends 
from such a corporation would be subject to tax at regular rates. 


(c) Inter-company transactions: 


Unlike the converse situation of an American taxpayer engaged in 
operations abroad,’” the problems here involved in inter-company transac- 
tions are considerably simplified by the absence of foreign exchange 
control in the United States, leaving for consideration only the foreign 
exchange control restrictions of the foreign country and the tax aspects 
both here and abroad, in addition, of course, to the general business 
problems involved. In so far as the overall tax picture is concerned, it 


194 British treaty (Art. XV). 

195 British treaty (Art. VI). 

196 See discussion at p. 298 supra. 

197 See note 30 supra. 

198 Unless it was formed for the purpose of engaging in operations in United States 
possessions and would he entitled to the benefits of section 251. 

199 See Allan and Coggan, Tax Planning for Foreign Trade, 3 Tax 1. Rev. 23 (1947). 
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may generally be stated that where the foreign country has a tax rate 
applicable to the income involved, which is higher than the United States 
tax rate and where credit for United States taxes is given against the 
foreign tax, it makes relatively little difference whether the funds arc 
withdrawn from this country in terms of dividends, royalties, interest, 
or commissions. In those instances, however, where the foreign tax rate 
is less than the United States tax rate, or where the income from United 
States sources is not subject to tax abroad, the questions whether the 
payments may be deducted by the United States corporation for tax pur- 
poses and whether they may be taxed here to the recipient at a reduced 
rate under the provisions of an income tax treaty with the country in- 
volved, must be considered. In such instances the power of the Com- 
missioner under section 45 to allocate items of income and expense also 
hecomes of importance. There are likewise similar provisions in the 
various income tax treaties *°° which confer a comparable power of alloca- 
tion upon both the Commissioner of Internal Revenue in this country and 
the taxing authorities in the foreign treaty countries. 





The desire of foreigners for relatively stable investments in the United 
States, free from currency restrictions, has given a great impetus to tax 
problems in this field. Nonresidents have been no exception to the con- 
dition of rapid change which is the chronic state of federal tax law. Nor, 
as shown by the Adda and II’ odchouse décisions, has this field been an 
exception to the tendency of the courts, with complete sang-froid and 
little apology to the letter of the statute, to increase the scope of the taxing 
provisions. 

The rapidly multiplying income tax treaties. will add temporarily to the 
complexities of these problems; the patches on the relevant Code provi- 
sions are rapidly outgrowing the original materials, and the point will 
soon be reached where the Conventions will constitute a whole new suit 
of clothes for most nonresident taxpayers. On the one hand, the treaties 
should in the long run solve many of the most vexing difficulties. On 
the other hand, since cach treaty has antecedents and peculiarities of its 
own, the growing policy of bilateralism introduces more variations than 
would unilateral amendments of the Code itself. One great service by 
the Treasury Department would be the issuance of more concrete regula- 


200 British treaty (Art. IV); Canadian treaty (Art. IV); French treaty, effective 
January 1, 1945 (Art. 5); Netherlands treaty (Art. IV); Swedish treaty (Art. III). 
See also the following treaties not yet ratified: Belgium (Art. V); Ireland (Art. IV): 
New Zealand (Art. [V); Norway (Art. IV); Union of South Africa (Art. VIT). 
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tions, under both the Code itself and the various treaties, as to what 
constitutes doing business or the maintenance of a permanent establish- 
ment in this country. Such regulations would not end the matter and 
the illustrations given could not by any means be complete, but they 
would help to put the Treasury’s general views on record for the guidance 
of taxpayers. 

Foreign entities will probably continue to enjoy various concrete tax 
advantages over domestic taxpayers in certain areas such as capital gains 
(though this special favor is likely to be revised), certain aspects of 
trusts, export sales, and transportation activities—to mention but a few. 
The promotion of international commerce is an objective almost as vital 
as the raising of revenues, and the tax laws will no doubt continue to 
reflect this fact, subject to a growing requirement of reciprocity. The 
problem of proper treatment is greatly beclouded by the fact that the 
“foreign” entity is often in reality owned by an American corporation 
or American individuals; but in spite of rumblings, and in spite of at 
least one concrete legislative proposal,*” it is unlikely that there will be 
any spectacular change whereby the profits of such a foreign corporation 
would be taxable to the American owners regardless of type, source, or 
distribution. 

201 See S. 2445, introduced during the past session of Congress by Senator Brewster 
(81st Cong., Ist Sess. (1949) ). 

















Congress Deactivates Another Bombshell: 
The Mitigation Of Church And Spiegel 


EDMUND W. PAVENSTEDT 


INTRODUCTORY 


z: sections of the Technical Changes Act of 1949,* which in their 
formative stage were the subject of intense controversy, drastically modi- 
fied the effect of two Supreme Court decisions handed down earlier in 
the year, which in their turn had been the subject of lengthy and emphatic 
dissents. In the Church case * the majority specifically overruled May v. 
Heiner,’ turning a deaf ear to the plea of eighteen years of “reliance ”’ * 
on that decision by settlors of pre-March 4, 1931 trusts ° who had retained 
life estates. In the Spiegel decision,® tax liability was apparently bottomed 
upon a clearly unintended retention of a remote possibility of reverter by 
operation of law, worth $80 to the decedent just before his death but 
worth about $450,000 to the Government under the Court’s decision. 
The overturn which was caused by, or culminated in,’ the Church case 
was dramatic. The result of Spiegel may fairly be described as bizarre. 

The new legislation rewrote section 811(c) of the Internal Revenue 
Code and granted some measure of relief both to settlors of pre-1931 
trusts and to owners of reversionary interests other than those which 
had been expressly retained and possessed substantial value. Yet the 
following seemingly inequitable results are possible under the new law: 

(1) Assume four gentlemen each of whom created a trust with a 
reserved life estate before an earlier Supreme Court fired the “bomb- 
shell” * of deciding that such transfers were not intended to take effect 


Epmunp W. PAvENSTEDT is a member of the District of Columbia and New York 
Bars, formerly Special Assistant to the Attorney General, Tax Division, Department of 
Justice. 

1 Pub. L. No. 378, 81st Cong., Ist Sess. (1949). 

2335 U.S. 632 (1949). 

3281 U.S. 238 (1930). 

4 See discussion under THE SENATE FINANCE COMMITTEE CHURCH AMENDMENT, infra. 

5 This description disregards, justifiably it is submitted, the possibility that trusts were 
created between 10:30 p.m. and midnight on March 3, 1931. See Reg. 105, Sec. 81.18 
(1949 and earlier editions). 

6 335 U.S. 701 (1949). 

7 See discussion under Prior To CHuRCH AND SPIEGEL, infra. 

8 See discussion under Prion To CHurRCH AND SPIEGEL and CHurcH AND SprEceL IN 
Tue Lower Courts, infra. ; 
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in possession or enjoyment at the settlor’s death. Mr. Philoprogenitive 
obligingly departs this life before the end of 1949; as a result his heirs 
will take the corpus of the trust undiminished by federal estate tax. 
Mr. Prudent assigns his life estate and dies on January 1, 1950 with 
similar tax, or rather no-tax, consequences. Mr. Careless and Mr. Lucky, 
however, do nothing about their life estates during 1949 in the belief that 
they are quite safe since the statutory privilege of making a tax-free 
assignment is good through all of 1950. Mr. Careless, poor fellow, also 
dies on New Year’s Day and his estate suffers the tax consequences. 
Mr. Lucky continues on his thoughtless way until the end of 1950. Then 
like so many others, he bursts in upon his attorney three or four days 
before Christmas and hurriedly divests himself of the life estate. When 
he dies, there will be no tax. 

(2) Mr. Benevolent has placed property in trust providing that income 
shall be payable to his son until Benevolent’s death, at which time the son 
is to receive the principal, with a proviso, however, that the property is 
to revert upon the son’s earlier death. The boy is young and healthy and 
Benevolent has no very great expectation of ever recapturing his property. 
Nevertheless, he is advised by an actuary that this express reversionary 
interest will probably be worth more than 5% of the value‘of the property 
at the time of Benevolent’s death. Mr. Benevolent has heard that his 
much older friend, Mr. Prudent, has been able to give away his far more 
valuable life estate without incurring gift tax or the threat of a later 
determination by the Treasury that such transfer was made in contempla- 
tion of death. Benevolent’s counsel, however, advises that no such grace 
has been granted him; that he will have to pay a gift tax unless he re- 
linquishes his reversionary interest to a charity and that even if he does 
this, the Treasury may attempt to tax the bulk of the transferred property 
on the theory that the relinquishment was made in contemplation of 
death.° 

(3) Two brothers, both elderly and unmarried, before 1931 employed 
the same lawyer to draw up for each of them a trust. Both had numerous 
collateral relatives and made exactly the same disposition of the remainder 
interests naming numerous contingent beneficiaries. Brother Poor, how- 
ever, felt constrained to reserve a life estate, whereas Brother Rich pro- 
vided that during his life the income should go to Brother Poor. Both 
died in 1943 and the Treasury on audit about two years later, discovering 
precisely the same possibility of reverter by operation of law lurking in 
each of the trust instruments, claimed that the entire corpus of each trust 
was includible. The examining agent made no contention with respect 





® Alexander, Possibilitics of Reacquisition and the Federal Estate Tax, 1 Tax L. Rev. 
291, 321 (1946). ’ 
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to Brother Poor’s reserved life estate—which was not strange, since the 
continued validity of May v. Heiner had then only recently been empha- 
sized by the Second Circuit’s rejection of the Commissioner’s argument 
to the contrary *° and reemphasized by the Government’s failure to request 
certiorari from that decision which it had up to then proclaimed a test 
case.” The agent who audited Brother Rich’s estate tax return, a fortiort, 
made no claim based on the remainder falling in at Rich’s death, since 
up to that time the rule of Reinecke v. Northern Trust Co.” had not 
been seriously questioned. The executors of both brothers, in view of the 
recent trend of Supreme Court decisions,** did not think it wise to risk 
litigation, made settlements under which half of each of the trusts was 
taxed, and paid the deficiencies toward the end of 1945. Under the new 
law Brother Rich’s estate is clearly entitled to a refund of this deficiency 
contingent only on the claim being filed before October 25, 1950.'* Not so 
the estate of Brother Poor which had been taxed not by reason of a 
retained life estate but because of a remote, worthless, and unintended 
possibility of reverter. The new law granted relief and removed the bars 
of the statute of limitations and of res adjudicata in the case of any 
reverter by operation of law no matter how valuable. But the bar of the 
statute was not raised in any case where a life estate had been reserved.** 
And so in the case of the estate of Brother Poor we have the anomalous 
result that a refund of a tax on a de minimis reverter, by reason of which 
his estate was taxed, is prevented by the presence of the life estate which 
had not been deemed a basis for taxation. 

(4) Twins, Brother Bachelor and Brother Parent, simultaneously cre- 
ated trusts of equal value prior to 1939. Bachelor gives a life estate to their 
father and a vested remainder to his Brother Parent’s only son and the 
son’s issue, subject, however, to being divested with reversion to the settlor 
in the more than likely event that the life tenant (the father) will pre- 
decease the settlor. Brother Parent gives a life estate to his son and a 
vested remainder to the son’s issue, subject, however, to being divested in 
the unlikely event of the life tenant (the son) predeceasing the settlor. 
The new law with respect to past transfers draws an arbitrary dividing 
line between express reversionary interests worth 5% or less and those 
worth more than 5%. Brother Bachelor’s reversionary interest has a 


10 Helvering v. Proctor, 140 F.2d 87 (C.C.A.2d 1944). 

11 See Judge Frank’s dissent in Comm’r v. Hall, 153 F.2d 172, 174, 175 (C.C.A.2d 
1946). 

12 278 U.S. 339 (1929). 

13 Fidelity Co. v. Rothensies, 324 U.S. 108 (1945); Comm’r v. Estate of Field, 324 
U.S. 113 (1945) ; Goldstone v. United States, 325 U.S. 687 (1945). 

1¢ Sec. 7(c), Technical Changes Act of 1949. 

15 [bid. 
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large value, possibly as high as 90% of the value of the property. Brother 
Parent’s interest, on the other hand, depending upon the age of the son, 
may not be worth as much as 10%, yet, if either settlor predeceased the 
life tenant the tax consequences are exactly the same.*° 

This recital of some of the peculiar results which are possible under 
the new law is not intended to imply that it should be condemned out of 
hand. But it is believed that they are sufficiently striking to justify an 
attempt to set down the history of the Church and Spiegel sections of the 
Technical Changes \ct of 1949, including a review of the situations they 
were designed to remedy, of the shape they assumed on the anvil of the 
Conference Committee under the hammer blows of the Treasury, of the 
issues they have settled, and of those which still remain unsettled. 





Prior TO CHURCH AND SPIEGEL 


Prior to the Hallock decision *’ the Supreme Court when interpreting 
the “taking effect” clause of section 811(c) had made vesting of legal 
title the touchstone.’* Hallock held taxable an inter vivos trust which 
provided for reacquisition of the property by the settlor if he survived the 
life tenant, regardless of whether the phraseology used made the settlor’s 
earlier death a condition precedent to the vesting of legal title or the 
life tenant’s earlier death a condition subsequent which would divest legal 
title. Justice Frankfurter’s opinion in that case, however, used language 
so sweeping as to raise substantial doubts whether the Court had not 
intended to express a rule far broader than that required to render taxable 
such conditional transfers as those involved in the Hallock group of 
cases.’ When explaining the Court’s earlier decision in Klein v. United 
States,*® he asserted : 


By bringing into the gross estate at his death that which the settlor gave 
conditionally upon it this Court fastened on the vital factor. 


16 The amount of the tax, of course, will vary depending upon the value of the respec- 
tive outstanding life estates. But the theory under which tax is levied is the same in 
both cases. 

17 Helvering v. Hallock, 309 U.S. 106 (1940). 

18 These pre-Hallock cases have recently been reviewed once again in articles prompted 
by the Church and Spiegel decisions. Conway, J.R.C. §811(c)—The Church and Spiegel 
Interpretation, 34 Corn. L. Q. 376, 377-379 (1949) ; Schrenk and Wellman, The Church 
and Spiegel Cases, 47 Micu. L. Rev. 655, 657 (1949); Note, The Church and Spiegel 
Cases: The Meaning of a Transfer Effective at Death, 49 Cor. L. Rev. 533, 534-536 
(1949). 

19 The Hallock decision covered three other cases, Helvering v. Squire, Rothensies v. 
Huston, and Bryant v. Helvering. 

20 283 U.S. 231 (1931). 

*1 309 U.S. 106, 112 (1940). 
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It was suggested that this represented an abandonment even of the rule 
of Reinecke v. Northern Trust Co.,”* where the settlor had reserved no 
interest ** but the remainder took effect in possession and enjoyment at 
his death.** But this view was not generally adopted.” 

The question whether /allock by implication overruled May v. //einer 
and the three per curiam decisions ** decided in reliance thereon on March 2, 
1931 (which held that reservation of a life estate did not bring a transfer 
within the scope of the “taking effect” clause) proved far more trouble- 
some. That it was thought to have this effect seems implicit in Justice 
Roberts’ dissent in the Hallock case," and Judge I'rank of the Court of 
Appeals for the Second Circuit has expressly declared that Hallock had 
repudiated the May case.** A majority of the Board of Tax \ppeals first 
adopted this view in Estate of Mary H. Hughes *° but reversed itself in 
Estate of Edward E. Bradley.*° The latter case was affirmed by the 
Second Circuit * and after the Solicitor General early in 1944 had 
decided not to authorize certiorari,** the Government desisted from liti- 
gation based solely on the theory that May v. Heiner had been overruled.* 


22 278 U.S. 339 (1929) ; Note, 49 Yate L. J. 1118, 1123-1124 (1940). Sce also, Eisen- 
stein, The Hallock Problem, 58 Harv. L. Rev. 1141, 1158-1159 (1945), and Estate Tares 
and the Higher Learning of the Supreme Court, 3 Tax L. Rev. 395, 473 (1948). 

23 At least no interest discernible to the 1929 Court. The question of whether there 
was a possibility of reverter under Illinois law similar to that which was held to exist 
in the Spiegel case was not raised in Reinecke. Estate of Spiegel v. Comm’r, 335 U.S. 
701, 706 n. 2 (1949) ; Note, 49 Cor. L. Rev. 533, 542 n. 39 (1949). 

24In each of the so-called second series of trusts in the Reinecke case it was provided 
that the corpus should be distributed at the earlier of the death of the life tenant or five 
years after the death of the scttlor. 278 U.S. 339 (1929). 

25 This is clearly indicated by the Supreme Court’s request that upon reargument of 
the Church and Spiegel cases counsel discuss the validity of the Reinecke decision. See 
Question 1, 335 U.S. 701, 711 (1949). 

The lower courts refused, apparently uniformly, to accept the Commissioner’s conten- 
tion that the rationale of Reinecke had been overruled by Hallock. Sce cases cited in 
Comm’r v. Estate of Flora W. Lasker, 141 F.2d 889 (C.C.A.7th 1944). 

26 Burnet v. Northern Trust Co., 283 U.S. 782 (1931); Morsman y. Burnet, 283 U.S. 
783 (1931) ; McCormick v. Burnet, 283 U.S. 784 (1931). 

27 309 U.S. 106, 123 (1940) ; Justice McReynolds joined in the dissent. 

28 Helvering v. Proctor, 140 F.2d 87, 89 (1944) (dissenting opinion) ; Comm’r v. Estate 
of Hall, 153 F.2d 172, 174 (1944) (dissenting opinion). 

29 44 B.T.A. 1196 (1941) (4 members dissenting). 

30] T.C. 518 (1943) (5 members dissenting). 

31 Sub nom. Helvering v. Washington Trust Co., 140 F.2d 87 (1944), decided together 
with the Proctor case, supra note 28. 

32 See 1944 P-H 61,050 (1944). This decision apparently applied only to cases in which 
the reserved life estate was the sole ground for asserting tax. See, e.g., Comm’r v. Hall, 
153 F.2d 172 (C.C.A.2d 1946), which also involved a remote possibility of reverter. 

83Tt is understood that this policy was adopted because the Department of Justice 
feared a Supreme Court ruling that Congress, by legislating only prospectively when 
it amended section 811(c) in 1931 and 1932, had indicated acceptance of May v. Heiner 
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Another grave question raised by Hallock was whether retention of a 
reversion, in cases where the “falling in’ of successive interests was in 
no wise affected by the death of the settlor, would result in estate tax 
liability. Furthermore, the Government’s initial broad interpretation of 
the decision applied it to cases where the only factor thought to justify 
application of section 811(c) was a reverter by operation of law or upon 
a resulting trust. 

The interpretation of section 811(c) was further broadened by the 
l'ield, Fidelity, and Goldstone cases,** all decided by the Supreme Court 
in 1945. Dicta in these cases strengthened the Government’s contention 
that reverters by operation of law were to be classified with expressly 
retained reversionary interests. But the decisions did not lay down any 
rules sufficiently definite to be workable. 

This lack was supplied by the Treasury on May 1, 1946, when it pro- 
mulgated its famous Hallock regulation.*” \Vith admirable self-abnegation 
it refused to take full advantage of the sweeping statements made by the 
Supreme Court which would have justified basing taxability on the mere 
retention of some “string.” Indeed, the Treasury’s regulation in carrying 
forward the concept that transfers intended to take effect at or after death 
are those conditioned upon survivorship,** represented an interpretation 
of section 811(c), which, it is submitted, reflected the original intent of 
this section far more faithfully than the interpretation of the Supreme 
Court, both in the 1931 and in the 1945 trios of cases. The regulation in 
question rightly limited the meaning of a transfer intended to take effect 
in possession or enjoyment at or after death to situations where possession 


as to trusts created prior to the Joint Resolution. The Department may have been influ- 
enced by the Court's refusal in Helvering v. Griffiths, 318 U.S. 371 (1943), to over- 
rule Eisner v. Macomber, 252 U.S. 189 (1920), the basis of decision being that Congress 
by its non-action had indicated an intention to accept the Macomber case, and that there- 
fore the Court was not called upon to reconsider it. The Department’s apprehension of 
the effect of a specific holding that Hallock did not overrule May is perhaps reflected in 
its reiterated reminders in the Church and Spiegel brief that these cases could be disposed 
of on narrower grounds and that the overruling of May was not required in order to 
reach a decision in favor of the Government. See Commissioner’s Brief on Reargument, 
pp. 4, 17-18, 55. 

34 See note 13 supra. 

35 Reg. 105, Sec. 81.17 (as amended by T.D. 5512). 

36 Prior to the amendment made by T.D. 5512, the corresponding section of earlier 
regulations had for many years been captioned Transfers Conditioned Upon Survivorship, 
Reg. 105, Sec. 81.17 (prior to May 1, 1946); Reg. 80, Art. 17 (1937 ed.). The writer 
has been told by a Government attorney that taxpayers apparently never made the argu- 
ment, in situations where beneficiaries were not required to survive the decedent in order 
to take, that imposition of tax based solely on a possibility of reverter was contrary to 
the Commissioner’s own regulation which required that the transfer be conditioned upon 
survivorship; instead, they concentrated their argument on the menoienene or infinitesimal 
value of the possibility of reverter. 
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or enjoyment of the transferred interest could be obtained only by bene- 
ficiaries who must survive the decedent. The second requirement of the 
regulation, that such decedent must have retained for himself or his 
estate some right or interest in the transferred property, was, in the 
opinion of the Treasury, not required by the statute but made under 
compulsion of the Court’s decisions in such cases as Reinecke v. Northern 
Trust Co.*" 


CHURCH AND SPIEGEL IN THE LOWER CouRTS 


It is not the purpose of this article to analyze once again the long and 
interesting opinions of the various Supreme Court Justices in the Church 
and Spiegel cases. That has been competently done by a number of 
learned commentators.** A review, however, of the history of the cases 
“on the way up” illustrates the principal events which intervened between 
Hallock and the two 1949 cases. 

It is rather startling as a matter of hindsight that both cases were 
disposed of by the Tax Court in brief memorandum decisions, 1.¢., deci- 
sions, generally speaking, which deal with questions regarded by the 
Tax Court as already well settled.*° 

Judge Sternhagen’s very brief opinion in the Spiegel case *° reversed 
the Commissioner on the authority of the Reinecke case and that of 
Commissioner v. Estate of Flora W. Lasker,“ a case decided by the same 
Circuit Court of Appeals to which the Spiegel decision would go. He also 
determined that the decedent had retained no “string or tie” amounting 
to a possibility of reverter so as to bring the Hallock doctrine into play. 

In the memorandum opinion on the Church case,** Judge Arundell’s 


40 


87 Brief for the Commissioner on Reargument, pp. 16-17; see also, 335 U.S. 632, 647 
(1949). 

88 See Bittker, The Church and Spiegel Cases: Section 811(c) Gets a New Lease on 
Life, 58 Yate L. J. 825 (1949); note 18 supra. Whether as Professor Bittker predicts 
(at 826) critical comment will continue in ever-increasing volume may perhaps be 
doubted, since the Technical Changes Act of 1949 has robbed the two decisions of most 
of their vitality. 

89 Such decisions were described in 1945 by the then Presiding Judge of the Tax 
Court as follows: 

“The Memorandum Opinions, that is, the ones that are not printed, are supposed to 
be limited to those having no value as a precedent. They include any case decided solely 
upon authority of another, cases involving subjects already well covered by opinions 
appearing in the bound volumes of the reports, failure of proof cases and some others. 
Doubts as to whether case should be in memorandum form or printed are resolved in 
favor of printing.” 

Murdock, What Has the Tax Court of the United States Been Doing? 31 A.B.A.J. 297, 
299 (1945). 

404 TCM 265 (1945). 

41141 F.2d 889 (C.C.A.7th 1944). 

423 TCM 1300 (1944). 
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decision in the taxpayer’s favor was based principally on the rule of 
May v. Heiner, the continuing validity of which, as he noted by citing 
the Washington Trust Co. (or Proctor) case, had recently been empha- 
sized by the Court of Appeals for the Second Circuit.“* He also held 
that a mere possibility of reverter by operation of law on a failure of 
the trust, due to the death of all the remaindermen prior to the death of 
the decedent, was not such a possibility as to come within the Hallock rule. 

The Spiegel case was reversed by the Seventh Circuit “* with Judge 
(now Justice) Minton writing the opinion. It decided that under Illinois 
law the interests under the Spiegel trust could vest only upon the happen- 
ing of the condition precedent of surviving the settlor, and that if no 
beneficiaries survived there would be a resulting trust to the settlor. In 
reaching this conclusion he relied largely *° on Illinois law as explained by 
the Supreme Court in Klein v. United States,*® a case which came up 
from the Court of Claims. This was the source of the reasoning which 





43 Supra note 31. 

44159 F.2d 257 (1947). 

45 The only Illinois case relied on by Judge Minton was Lill v. Brant, 6 Ill. App. 366, 
376 (1880). The case deals with a claim arising out of an assignment by an embarrassed 
debtor of personalty and realty for the benefit of creditors. The issue was whether the 
assignee who had paid all the debts out of the personalty but later had also sold the 
real estate, was liable for the proceeds of the latter to the deceased assignor’s heirs at 
law, or to his personal representatives. The opinion stated: 


“. .. Then, on the other hand, suppose we regard the transaction as a conveyance to 
Lill, in trust, for the particular purpose of indemnifying him as such surety and that 
parol evidence was competent to establish that trust. The central idea of the plaintiff's 
case was, that that purpose was satisfied out of the personalty, leaving a large surplus 
of such personalty unexhausted; and that afterwards Lill converted the realty into 
money, which plaintiff sought to recover, as well as the residue of the personalty. But 
it is the settled rule of equity that where the objects or purposes of a trust by accident 
or otherwise fail, and do not take effect, or if they are all accomplished and do not 
exhaust the whole property, there a resulting trust will arise for the benefit of the 
grantor or devisor and his heirs. (citing three text writers) . 

“If, therefore, the purposes of this trust were satisfied out of the personalty in Horan’s 
lifetime, without exhausting even that, and leaving the real estate not subject, then a 
resulting trust arose for Horan’s benefit, and on his death the equitable estate in the 
realty would descend to his heirs, and the trustee would hold the naked legal title for 
their benefit, and the personality (sic) for Horan’s personal representatives. If the 
purpose did not become satisfied until after his death, then the resulting trust, as to the 
realty, would arise for the benefit of his heirs, who alone could maintain a bill to com- 
pel the naked trustee to convey the legal title to them. . . . In no point of view was the 
administrator entitled to recover the proceeds of that real estate in this action.” (italics 
supplied) 


This is indeed a “gossamer thread” for Judge Minton to rely on when he cites Lill v. 
Brant in his Spiegel opinion for the proposition that: 
“If none of the beneficiaries survived Spiegel, and that was a possibility, then the trust 


failed, and the trustees would hold the bare naked title to the corpus as resulting trusts 
for the settlors.” 


Neither RESTATEMENT, Trusts §411 nor the text writer cited by Judge Minton in sup- 
port of this proposition refers to any relevant Illinois cases. 
46 283 U.S. 231 (1931). E 








Fe 
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impressed Justice Black as authoritative because emanating from “three 
judges who are constantly required to pass upon Illinois law questions 
[,o]ne of [whom] has long been a resident and lawyer of Illinois.” *” 
Judge Minton’s opinion then refers to two recent Supreme Court deci- 
sions published about the same time as the Tax Court’s opinion in the 
Spiegel case ** but not mentioned therein, as giving “the freest interpre- 
tation of section 811(c).” In support of this statement it quotes the 
following excerpt from Commissioner v. Field’s Estate: 


The estate is not based on the value of the reversionary interest of the 
decedent at the time of his death but on the value at the time of his death 
of the property to which that reversionary interest relates. It makes no dif- 
ference how vested may be the remainder interests in the corpus or how 
remote or uncertain may be the decedent’s reversionary interest. If the corpus 
does not shed the possibility of reversion until at or after the decedent’s 
death, the value of the entire corpus on the date of death is taxable. 


and this statement from Fidelity-Philadelphia Trust Company v. 
Rothensies: °° 


It is fruitless to speculate on the probabilities of the property being dis- 
tributed under the contingent power of appointment. Indeed, such speculation 
is irrelevant to the measure of estate tax liability. The application of this 
tax does not depend upon ‘elusive and subtle casuistries.’ Helvering v. Hal- 
lock, supra, 118. No more should the measure of the tax depend upon con- 
jectures as to the propinquity or certainty of the decedent’s reversionary in- 
terests. It is enough if he retains some contingent interest in the property 
until his death or thereafter, delaying until then the ripening of full dominion 
over the property by the beneficiaries. 


In the light of these most recent expressions of the Supreme Court, 
Judge Minton thought it clear that since there was a possibility that all 
the beneficiaries might predecease the settlor, there was a possibility of a 
resulting trust to him. He distinguished Reinecke v. Northern Trust 
Company ™* because there the Court had said that the five nontaxable 
trusts had passed as completely from any beneficial control of the decedent 
as if the gift had been absolute, and the Lasker case, a Seventh Circuit 
decision on which the Tax Court in the Spiegel case had relied, because 
there the possibility of reverter was so remote as to be practically non- 
existent. Finally, he stated that the Dobson rule ** was inapplicable, as he 
thought the question present in Spiegel was a pure question of law. 

47 335 U.S. 701, 707-8 (1949). 

48 The Tax Court’s decision was published Feb. 24, 1945, 19 days after the Fidelity- 
Philadelphia and Field decisions. 

49 324 U.S. 113, 116 (1945). 

50 324 U.S. 108, 111, 112 (1945). 


51278 U.S. 339 (1929). 
52 Dobson v. Comm’r, 320 U.S. 489 (1944). 
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The majority of the Third Circuit thought otherwise about the Church 
case (which also involved a remote possibility of reverter by operation of 
law) and affirmed the Tax Court solely because they felt constrained to 
do so under Dobson."* The late Judge O’Connell, however, dissented. He 
thought Dobson inapplicable, claiming the Tax Court beyond doubt had 
committed an error of law. Like Judge Minton he dwelt on the importance 
of the intervening Supreme Court decisions, and noted that these had 
been followed in recent decisions in four Circuit Courts of Appeals °— 
each involving a remote possibility of reverter by operation of law— 


and that the Tax Court itself had decided a similar case in favor of the 
t,% 





Governmen 
The history of the Church and Spiegel cases thus gives the moving 


panorama at a glance: 

The Hallock dicta for some years encouraged the Government to seek 
court approval of its view that May v. Heiner had been overruled.” This 
effort ended when no certiorari was requested to review the Second 
Circuit’s adverse decision in Helvering v. Washington Trust Co.°* Shortly 
thereafter, however, dicta in the Field, Fidelity-Philadelphia Trust Co., 
and Goldstone cases furnished the Government with additional ground 
to contend successfully that reverters by operation of law were to be 
classified with expressly retained reversionary interests. This concept 
was carried forward into the second requirement of the so-called Hallock 
regulation promulgated on May 1, 1946,°° which by laying down a two- 
pronged test including a survivorship condition, brought about an 
appreciable amount of order. 


53161 F.2d 11 (1947). 

54 Judge O’Connell included Goldstone v. United States, 325 U.S. 687 (1945). 

55 Comm’r v. Bank of California, 155 F.2d 1 (C.C.A.9th 1946) (reversing Tax Court) ; 
Comm’r v. Bayne’s Estate, 155 F.2d 475 (C.C.A.2d 1946) (reversing Tax Court) ; 
Beach v. Busey, 156 F.2d 496 (C.C.A.6th 1946) (affirming District Court), cert. denied, 
329 U.S. 802; Thomas v. Graham, 158 F.2d 561 (C.C.A.5th 1946) (reversing District 
Court). 

56 Estate of Thomas P. Leaman, 5 T.C. 688 (1945). This case hardly involved a remote 
possibility of reverter by operation of law, since only two lives stood between decedent 
and a reversion, and the actuarial value of his reversionary interest was $1,139.12 which 
the Tax Court thought “a not insignificant amount.” 

57 See discussion under Prior To CHurcH AND SPIEGEL, supra. Apparently, the 
Commissioner did not in the Church case, which was decided December 5, 1944 and 
hence very possibly briefed and argued after April, 1944, argue in the Tax Court that 
May v. Heiner was no longer law. 

58 Note the citation of this case by Judge Arundell in the memorandum opinion of the 
Tax Court in the Spiegel case when referring to the continued validity of May v. Heiner. 

59 T.D. 5512. 
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Wuat Dip SpIEece SETTLE? 


Another curious chapter in the curious story leading up to sections 7 
and 8 of the Technical Changes Act of 1949 unfolds when we inquire 
what new rules were laid down or what may be regarded as having been 
settled by the Church and Spiegel cases. The Court adopted the unusual 
procedure of requesting reargument based on the discussion of nine 
specific questions °° which involved far broader considerations than those 
relied upon by the parties in the first place.’ Quite naturally then, inquiry 
turns to ascertain what reply was made by the Court to the questions thus 
raised on its own motion.®*? Whatever hopes of enlightenment were thus 
aroused remained, however, to a large extent unsatisfied. 

To be sure, those questions ** which were directed to the basic issue 
whether May v. Heiner was still controlling, were answered in the Church 
opinion. This decision, however, did not itself purport to overrule May 
v. Heiner but, rather surprisingly,** announced that the coup de grace had 
already been administered nine years earlier by Hallock.® 

Of the remaining questions only the second °* was answered. The 
Court specifically announced that the settlor’s motives were irrelevant ; ° 
hence inadvertent retention of a possibility of reverter in favor of the 
settlor’s estate arising by operation of law required inclusion of the value 
of the trust corpus at the settlor’s death in his gross estate.** On this 
point there had been a marked difference of opinion in the courts below.” 


60 Journal of the Supreme Court, Oct. Term 1949, pp. 296-297. 

61 The theory advanced by the Government at the original argument was based on the 
two-pronged test of the then existing Hallock regulation (Reg. 105, Sec. 81.17, as amended 
by T.D. 5512)—survivorship of the decedent plus a retained interest in him or his 
estate—and on reargument the Government several times suggested that the cases could 
be disposed of on that basis (Brief for the Commissioner on Reargument, pp. 4, 17-18, 55). 

62 Justice Frankfurter and Justice Jackson disapproved of the action of the Court 
on the ground that hypothetical and argumentative questions not raised by either counsel 
or necessary to the decision of the cases were included. 

63 Questions 3, 4, 5, 7, and to a certain extent, 8. 

64 See Justice Frankfurter’s dissenting opinion, 335 U.S. 632, 685 (1949). 

65 “Thus, what was said in Hallock was not only a repudiation of the reasoning which 
was advanced to support the two cases (St. Louis Trust and Becker) that Hallock over- 
ruled, but also a complete rejection of the rationale of May v. Heiner on which the two 
former cases had relied.” 335 U.S. 632, 645 (1949). 

66 “2, Assuming that, under the applicable state law, there arose, by operation of law, 
a possible reverter in favor of the settlor’s estate, did section 811(c) require that the 
value of the corpus, in view of the record in the case, be included in the settlor’s gross 
estate for federal estate-tax purposes?” 

87 See discussion of the factor of intent, infra note 71. 

68 335 U.S. 701, 705 (1949). 

69 Retention of a possibility of reverter by operation of law had been included by the 
Treasury in the second requirement of the Hallock regulation. Such an interest had not 
been specifically passed on in that case or in the three 1945 Supreme Court decisions 
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Justice Black in the Spiegel opinion read the word “intent” out of the 
statute in so far as it connotes the settlor’s motives. He stated that the 
test of taxability was wholly objective and should be limited to “the nature 
and operative effect of the trust transfer.” *° He descried post-death 
attempts to probe the settlor’s motives in regard to the transfer as partially 
impairing the usefulness of the “possession or enjoyment”’ provision as 
an instrument to frustrate estate tax evasions."* The majority of the 
Court does not share the Tax Court’s feeling that such interpretation 
with respect to a remote and valueless possibility of reversion obviously 
not within the decedent’s natural contemplation, does violence to the 
meaning of the word “intended.” * 


construing the possession or enjoyment provision. All of these involved expressly reserved 
interests which, at least in the Fidelity and Field cases, had substantial value (89 L. ed. 
783, 787). After Hallock, the Tax Court in particular had continued to follow the 
reasoning in Comim’r v. Kellogg, 119 F.2d 54 (C.C.A.3rd 1941), that a possibility of 
reverter by operation of law does not résult in tax where “the grantor during his life- 
time disposed of his interests in the corpus as well as any man could.” See numerous 
Tax Court decisions cited in CCH Feperat Estate AND Girt TAx Reporter {]1450.754. 
It is true that these cases invariably involved remote possibilities; but the writer has 
yet to meet in the decisions an example of draftsmanship so execrable as to create a 
valuable possibility of reverter depending for its materialization on operation of law. 
After the Field, Fidelity Co., and Goldstone decisions, several Circuit Courts of Appeals 
interpreted what was there said regarding the irrelevance of the remoteness or uncer- 
tainty of reversionary interests as encompassing those by operation of law. Comm’r v. 
Bank of California, 155 F.2d 1 (C.C.A.9th 1946), cert. denied, 329 U.S. 725 (1946) ; 
Comm’r v. Bayne’s Estate, 155 F.2d 475 (C.C.A.2d 1946); Beach v. Busey, 156 F.2d 496 
(C.C.A.6th 1946), cert. denied, 329 U.S. 802 (1944) ; Thomas v. Graham, 158 F.2d 561 
(C.C.A.5th 1947) ; Comm’r v. Estate of Spiegel, 159 F.2d 257 (C.C.A.7th 1947). 

70 335 U.S. 701, 705 (1949). 

71 Jd. at 706. It is almost axiomatic that any inquiry into a dead man’s motives should 
be eliminated in the interests of sound tax administration. See Justice Stone’s dissent in 
Heiner v. Donnan, 285 U.S. 312, 343 (1932) and the writer’s Taxation of Transfers in 
Contemplation of Death: A Proposal for Abolition, 54 Yave L. J. 70 (1944). Yet, it is 
curious to note that the Supreme Court has insisted on detection of “the dominant motive” 
in contemplation of death cases because of the context in which that expression appears, 
namely, its juxtaposition in the statute with the words “intended to take effect ...at... 
death” (United States v. Wells, 283 U.S. 102, 116, 119 (1931)). And so a line of cases 
which depend on construction of words other than “intended” makes actual intent the 
touchstone, whereas the Supreme Court, both as constituted in the days of the three per 
curiam decisions which followed May v. Heiner and as constituted when it decided the 
Spiegel case, has consistently—though to be sure for wholly inconsistent reasons—rejected 
the argument that “intended” should be given its normal meaning. (On this point sce 
also Bittker, supra note 38, at 842-843.) The Government in recent years has urged 
adoption for both classes of transfers of the test of whether the effect of the transfer is a 
substitute for a testamentary disposition. Sec, ¢.g., Brief for the Commissioner on Reargu- 
ment, pp. 35 n. 17, 49. As to the validity of this argument in the contemplation of death 
situation, see the writer’s above cited article at 80-84. Certainly it met with complete 
acceptance in the Church and Spiegel decisions (335 U.S. 701, 705 (1949) ). 

72 Estate of Mary B. Hunnewell, 4 T.C. 1128, 1131 (1945); see also Judge Opper’s 
dissenting opinion in Frances Biddle Trust, 3 T.C. 832, 843: (1944). At least three 
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The Spiegel decision also settled another issue, usually, although not 
necessarily, a Siamese twin of operation of law, by expressly holding that 
inclusion of a trust corpus under the possession or enjoyment provision of 
section 811(c) is in no way dependent upon the value of the reversionary 
interest, no matter how infinitesimal it may be.” 

In the third place, the case held that whether the settlor has a right of 
reverter is to be determined by consulting the law of the pertinent state.” 
Even in states having a well developed law of future interests * this point 
may be shrouded in obscurity.** In many it has probably never been 
judicially determined. This new rule lends an Alice In Wonderland 
flavor to these two related opinions written with the expressed desire of 
promoting sound tax and judicial administration.” 

The majority did not see fit to inform a waiting tax world whether 
Reinecke v. Northern Trust Co. had joined May v. Heiner in the 
judicial ash can, a possibility raised by the posing of Question 1; or 


important federal appellate courts have disapproved of determinations by the Commis- 
sioner under section 811(c) patently based on disregard of the natural meaning of 
“intended.” Comm’r v. Singer’s Estate, 161 F.2d 15, 18-19 (C.C.A.2d 1947); Lloyd’s 
Estate v. Comm’r, 141 F.2d 758, 762-763 (C.C.A.3d 1944); Central Hanover Bank & 
Trust Co. v. United States, 58 F. Supp. 565 (Ct. Cl. 1945). Sce also Justice Burton’s 
dissent in the Spiegel’ case, 335 U.S. 701, 729-730 (1949). 

73 For examples of possibilities of reverter, whose Liliputian size did not discourage 
the zeal of the tax collecting branch, see Estate of Ellen Portia Conger Goodyear, 2 T.C. 
885 (1943) (fraction of a cent; trust principal of $1,433,000); Estate of Smith M. 
Flickinger, 2 TCM 915 (1943) (29¢; principal of $343,000 after deducting value of out- 
standing life estate) ; Estate of Harris Fahnestock, 4 T.C. 1096, 1100-1 (1945) (30¢; 
principal of $323,000 after deducting value of outstanding life estates) ; Estate of Mary B. 
Hunnewell, 4 T.C. 1128, 1130 (1945) (12¢; principal of $95,000). This part of the 
Spiegel decision has been sharply criticized as enacting “a tax on misguided draftsman- 
ship.” As a remedy the clairvoyant suggestion was advanced that reversionary interests 
of insignificant value should be treated as de minimis, by ignoring those worth less than 
5% of the corpus. Bittker, supra note 38, at 838-840; compare I.R.C. §811(c) (3) (A). 

74 335 U.S. 701, 707-708 (1949). 

75 Note, 49 Cor. L. Rev. 533, 544 n. 45 (1949). 

76 Even as to Illinois the majority in the Spiegel case conceded that the rule is uncer- 
tain and that reasonable men might reach different results in construing the Illinois cases 
on this point. The single case relied on by the court below is anything but squarely 
in point, supra note 45. Compare Justice Burton’s analysis of the Illinois cases (335 U.S. 
701, 721, 726 (1949) ) which, indeed is “not lightly to be dismissed” (sce Justice Frank- 
furter’s dissent, id. at 673). The law of New York likewise appears unsettled on this point 
(see Justice Burton’s dissent, id. at 694). 

77 335 U.S. 632, 637 (1949). 

78 278 U.S. 339 (1929). 

79 “1, Assuming that, under the applicable state law, there was no possibility of reverter 
and no interest of any other kind retained or arising in favor of the settlor or his estate 
under the transfer made in trust, inter vivos, did Section 811(c) of the Internal Revenue 
Code require that the value of the corpus of the trust be included in the settlor’s gross 
estate for federal estate tax purposes? That is, did Section 811(c) require the inclusion 
in the gross estate of the settlor of the value of the corpus of ‘a trust, created inter 
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whether retention of powers other than those of a strictly possessory 
nature, such as broad administrative control, might suffice to constitute a 
sufficiently fatal reservation of possession or enjoyment to come within 
the scope of section 811(c), as suggested by Questions 6° and 9.” 
While the Court did not purport to answer these questions, it used 
language so broad and so unnecessary to the decision of the immediate 
cases before it, that the tax bar, which had just been advised that May v. 
Heiner was really overruled nine years ago, felt apprehensive of dis- 
covering some fine day in the late 1950s that on January 17, 1949 Reinecke 
had been evicted, and that Clifford, though hitherto thought barred by a 
restrictive covenant directed at income tax cases,** had moved in as a 
new tenant during the alterations then being performed on section 811(c). 

The majority in the Spiegel opinion stated that this subsection de- 
manded the most complete alienation of all of a settlor’s “possession or 
enjoyment,” and indulged in almost painful redundancies to point out 
what retained scintilla of legal title or of a contingent interest might defeat 
“that ‘complete’ kind of trust transfer” which alone will escape the scope 
of the provision.** Immediately following this catalogue of mala prohibita 
the Court added: * 


In other words such a transfer must be immediate and out and out, and 
must be unaffected by whether the grantor lives or dies. 





The language preceding this sentence caused some commentators * to 
conclude or, at least, gravely to apprehend that the Court had accepted 


vivos, merely because the settlor had provided in it that, upon his death, the trust should 
terminate and the corpus be distributed to designate beneficiaries then surviving?” 

80 “6. Under Section 811(c) is the ‘possession or enjoyment’ of the corpus of an inter 
vivos trust ‘intended to take effect . . . at or after’ the settlor’s death, where he names 
himself as cotrustee with the broad control and administrative powers over the corpus 
and income here vested, and where the corpus is withheld from the beneficiaries until 
the settlor’s death?” 

81 “9, What is the effect of the rulings of Helvering v. Clifford (309 U.S. 331) upon 
these trusts ?” 

82 See Estate of Henry S. Downe, 2 T.C. 967 (1943) Nonacq., 1944 Cum. Butt. 37 
(rejecting contention that retained control over investments was such economic control 
over corpus that decedent grantor under the Clifford rule must be regarded as owner 
thereof for purposes of sections 811(a) and 811(c)); and Estate of Edward E. Bradley, 
1 T.C. 518 (1943), aff'd without discussion of this point, sub nom. Helvering v. Proctor, 
140 F.2d 87 (C.C.A.2d 1944) (holding that decedent’s reserved power to designate during 
his life the recipients of the income did not render trust corpus taxable in his estate 
under section 811(a) under the Clifford rule). 

83 335 U.S. 701, 705 (1949). 

84 Jd. at 705. 

85 Note, 63 Harv. L. Rev. 119, 164 (1949) ; Bittker, supra note 38, at 843-845; Looker, 
Estate Taxation of Living Trusts: The Church and Spiegel Decisions, 49 Cox. L. Rev. 
437, 444-445; Conway, supra note 18, at 393. 
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the Treasury’s argument that any trust in which the settlor’s was the 
measuring life, even though he had retained no reversionary interest 
whatsoever, had fallen under the ban.*® Others,** however, took comfort 
in the fact that Justice Black was here merely reciting a rule culled from 
Shukert v. Allen,** one of the early taxpayer victories, and concluded that 
no overruling was intended of that part of Reinecke which dealt with a 
mere shift in benefits depending upon the time of the grantor’s death but 
not involving any transfer coming at that time from the settlor. 

Doubt was also cast on still another rule stemming from the twenty-two 
year old Reinecke case. There it had been held that reservations of 
powers of management over the corpus of a trust did not constitute 
economic benefit or enjoyment of the transferred property. But the 
majority’s insistence in the 1949 opinions that no present legal title may 
be left in the settlor,*® when read in the light of the two questions in- 
dicating that the settlor’s retention as trustee of broad control and ad- 
ministrative powers *° or of other Clifford type powers might be fatal, 
was construed by some writers as probably an abrogation of this part of 
the Reinecke decision.** However, other articulate students of such 
refinements of the revenue law ** were persuaded by the negative effects 


86 “The retention by the settlor of a reversionary interest is, however, only one method 
of holding in suspense until the moment of the settlor’s death the ultimate possession 
or enjoyment of property. It is not the only method. If the death of the decedent is the 
event which determines not only the time when the ultimate taker will enter into actual 
possession or enjoyment but also determines who that taker will be, the ultimate posses- 
sion or enjoyment of the property has been suspended until the decedent’s death whether 
or not the decedent possessed a possibility of regaining the property during his life- 
time.” Brief for the Commissioner on Reargument, pp. 24-25. 

87 Schrenk and Wellman, supra note 18, at 674; Note, 49 Cor. L. Rev. 533, 542 n. 38 
(1949) ; Alexander, The Spiegel and Church Cases, Tax Forum Paper No. 115, 7 (1949). 
(Privately printed.) 

88 273 U.S. 545, 547 (1927). 

89 335 U.S. at 645 and 705 (1949). 

90In its brief the Government conceded that the courts in estate tax cases had paid 
scant attention to the existence of reserved management controls. Brief for the Com- 
missioner of Internal Revenue on Reargument, p. 44, n. 21. As exceptions it noted two 
pre-Clifford decisions, Comm’r v. McCormick, 43 F.2d 277 (C.C.A.7th 1930) (reserved 
managerial powers held some evidence of settlor’s intent to postpone the effective date 
of enjoyment and possession), rev’d without discussion of this point, McCormick v. 
Burnet, 283 U.S. 784 (1931), and Jacob Schneider et al., Executors, 35 B.T.A. 183 (1936) 
(reservation of income and right to manage trust res held vital in sustaining tax). The 
Tax Court in much more recent cases has rejected this Treasury contention that weight 
should be attributed to reserved powers of management. Estate of Laura B. Alexander, 
2 TCM 1156 (1943); Estate of Maurice Markson, 3 TCM 309 (1944). From these 
two opinions it is impossible to gather whether the Commissioner relied specifically on 
the Clifford rule. 

91 Conway, supra note 18, at 391, 396; Note, 3 Mramr L. Q. 466, 469 (1949). 

92 Schrenk and Wellman, supra note 18, at 670-671; Alexander, supra note 87, at 10. 
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of the Court’s failure to solve its own conundrums, that no such change 
was intended. Nevertheless, another area of doubt had been created.” 

Uncertainty was also once again aroused “ as to what may be termed 
the converse of the Reinecke rule. In the language of Justice Roberts *° 
that case made clear that 





The fact that something may happen in respect of the beneficial enjoyment 
of the property conditioned upon the decedent’s death is irrelevant so long 
as that something is not the shifting of possession or beneficial enjoyment 
from the decedent. 


These words may be paraphrased as follows to reflect a result which 
widespread opinion among lawyers * found lurking in the broad language 
of Justice Black: 


The fact that nothing may happen conditioned upon the decedent’s death 
in respect of the beneficial enjoyment of the property or in respect of the 
expectations of enjoyment entertained by successive life beneficiaries or re- 
maindermen is irrelevant if the decedent’s estate still has any possibility 
whatsoever of getting back the trust principal. 


Or, more briefly stated, a transfer will be taxable (1) if no interest 
retained, but shift on grantor’s death (this would overrule Reinecke) ; or 
(2) if no shift on grantor’s death, but any interest retained by his estate. 

Great concern was expressed, particularly in view of Justice Black’s 
reference to the creation of every inter vivos trust as “a potentially 
dangerous (estate) tax evasion transaction,” *’ that the failure to stress 
that Spiegel’s was the measuring life might result in renewed attempts 
to tax so-called “normal” trusts.°* An example of such a trust would be 
a transfer for settlor’s son for life, remainder to the son’s surviving 
descendants, or if none, to the surviving descendants of the settlor. In 
such a case, the principal may return to the settlor under state law by 
way of a resulting trust in the usually unlikely event of all the remainder- 
men predeceasing the life beneficiary. 

To put it another way, the emphasis placed on the retention of any 


%3 Justice Burton in his dissent in the Spiegel case asserted that the failure to remand 
the case for the purpose of finding additional facts relevant to the application of Clifford 
tests, had left unsettled the question whether such tests apply under section 811(c). 
335 U.S. 701, 718 (1949). 

4 For a résumé of the Treasury’s attempt for a number of years after Hallock to 
tax trusts based solely on the retention of some express or implied reversionary interest, 
sce Looker, supra note 85, at 445. 

%5 Dissent in Helvering v. Hallock, 309 U.S. 106, 125 (1940). 

96 Alexander, supra note 87, at 7; see also Schrenk and Wellman, supra note 18, at 
670-671. 

97 335 U.S. 701, 707 (1949). 

98 Looker, supra note 85, at 444-454. 
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interest, wittingly or unwittingly, coupled with the seeming omission of 
basing tax on the survivorship condition, aroused fears that the latter 
requirement might have been jettisoned by the Court.*® On the other 
hand, more sanguine interpreters of the Spicgel decision pointed out that 
since there was a survivorship condition in that case, the Court had had 
no real occasion to discuss the effect of a reverter not involving such a 
condition.” 

Finally, the unusual meaning attached by the Court to the concept of 
“possession or enjoyment” in the 1945 decisions and in the Spiegel case 
cast doubt on whether a life estate outstanding in some one else at the 
time of the grantor’s death and not affected thereby is properly deductible 
when measuring the quantum of the transferred interest taxable as in- 
tended to take effect in possession or enjoyment at or after the grantor’s 
death. The Hallock regulation had so provided,’" but after Spiegel came 
down the opinion was expressed that “it would take a confirmed optimist, 
indeed, to draw from’’ that opinion “any hope that the value” of such a 
life estate would continue to “be excluded from the reach of section 
811(c).”*” 

Accordingly, one feels constrained to agree with the statement that “one 
may wonder whether the decisions will not produce more uncertainty than 
that which they purport to dispel.” *°* 


REGULATIONS 


When the Treasury published proposed amendments to its regulations 
to reflect the Church decision,’** it was disclosed that it had not been deaf 
to the force of the emphatic criticisms of the dissenting Justices *” 


99 Note, 18 Forp L. Rev. 153, 158 (1949). Because of the stress placed on the presence 
of any possibility of reverter, the opinion has been expressed that a transfer of real 
estate to a trustee “so long as liquor is not sold on the premises” to pay income for life to B, 
remainder to C and his heirs, or a transfer with retention of right of entry for condition 
broken, is taxable under section 811(c) as interpreted in Spiegel. But although the 
literal application of the “retained string” principle would require inclusion under sec- 
tion 811(c) even of property disposed of by an inter vivos transfer of a terminable fee, 
it seems clear, in view of the context in which the “retained string” theory was announced, 
that the Court has not gone this far and that, in such case, taxation would result only 
from the operation of section 811(a). Compare Conway, supra note 18, at 393, with 
Schrenk and Wellman, supra note 18, at 671. 

100 Alexander, supra note 87, at 7. 

101 Reg. 105, Sec. 81.17 (as amended by T.D. 5512), Examples 1 and 3. 

102 Alexander, supra note 87, at 11; Conway, supra note 18, at 11. 

108 Schrenk and Wellman, supra note 18, at 673. 

10414 Fep. Rec. 1824 (1949). 

105 See dissents of Justice Reed, 335 U.S. 632, 652-653 (1949), of Justice Frankfurter 
at 685 n. 14, and of Justice Burton at 699. 
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directed at the unfairness thought to be perpetrated by reversing May v. 
Heiner. The Government, possibly following the lead of Judge Frank, 
had stated on oral reargument of the Church case that hardships could be 
alleviated by a regulation relieving of tax those estates which could show 
that the grantor had failed to relinquish his life estate in reliance on 
May v. Heiner. The proposed regulations went beyond this suggestion 
by exempting from the scope of the reinterpretation all pre-March 4, 
1931 trusts created by settlors who died before the date of the second 
bombshell, January 17, 1949. The Treasury’s clemency, however, was 
conditioned on a determination by the Commissioner, which was to be 
conclusive, that the reservation of the life estate was the grantor’s sole 
reserved interest. Such a provision denying the right of appeal was not 
novel in the regulations dealing with transfers effective at death. Shortly 
after Hallock came down in 1940, the Treasury amended its regulations ** 
to apply similar equity to trusts created between the dates of the over- 
ruled St. Louis Union Trust tases*** and the date of the Hallock 
decision,*” by providing that such trusts as were found to be classifiable 
with the transfers involved in the St. Louis cases rather than with the 
transfer involved in Klein v. United States™“° should, under certain 
conditions, not be subject to tax under section 811(c). This amendment 
to the regulations further prescribed that the Commissioner’s determina- 
tion as to classification should be conclusive. Despite the fact that in 1949 
the Commissioner proposed merely to follow this precedent in such a 
closely related instance which likewise recognized the inequity of retro- 
active enforcement of Supreme Court decisions, a storm of protest arose 
against the limitation that the Commissioner’s determination (whether 
the decedent’s only retained right or interest in the property was a life 
estate), was to be conclusive. This protest, however, is readily under- 
standable in view of the seemingly perverse ingenuity displayed by the 
Bureau in discovering retained reverter interests in limitations normally 
deemed completely dispositive," as, for example, where the ultimate 
remainder was to the estate of a named beneficiary,** to a charity," or 


106 335 U.S. 632, 685 n. 14 (1949). 

107 T.D. 5008, 2 Cum. Buty. 286 (1940). 

108 Helvering v. St. Louis Union Trust Co., 296 U.S. 39 and Becker v. St. Louis 
Union Trust Co., 296 U.S. 48 (both decided Nov. 11, 1935). 

109 January 29, 1940. 

110 283 U.S. 231 (1931). 

111 See Eisenstein, The Hallock Problem, 58 Harv. L. Rev. 1141, 1179 (1945). 

112 Estate of Helen Portia Conger Goodyear, 2 T.C. 885 (1943); Slifka v. Johnson, 
161 F.2d 467 (C.C.A.2d 1947). See also Comm’r y. Singer’s Estate, 161 F.2d 15, 18 
n. 5 (C.C.A.2d 1947). 

118 Estate of Bertha Low, 2 T.C. 1114, 1124 (1943), aff'd sub nom. Orne v. Comm’r, 
145 F.2d 832 (C.C.A.2d 1945) ; cf. Estate of Mabel Houghton, 2. T.C. 871, 876 (1943). 
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to the grantor’s next of kin.* The Treasury acceded to these protests 
and in the regulations as adopted **° eliminated the provision giving the 
Commissioner power to make a conclusive determination whether the 
only retained interest was a life estate. 

The Treasury leaned even farther backward when it came to apply 
the effect of the Spiegel case to the regulations. It announced that this 
decision did not necessitate any amendments. Thus, again with admirable 
self-abnegation, the Treasury refused the Court’s invitation to stray even 
farther away from the statutory language which deals with transfers of 
interests in property intended to take effect at or after death. This refusal 
to amend the regulations meant that both the survivorship requirement 
and the deduction of the value of outstanding life estates were continued 
in the administrative interpretation of section 811(c). 

Yet the Treasury’s amendments to the regulations did not offer a 
completely satisfactory solution. In the first place, in the case of a trust 
like the Spiegel trust, where the children’s life estates were enlarged into 
fee interests when the grantor died and he might have a remote possibility 
of reverter by operation of the applicable state law—although whether he 
had would in many cases be incapable of determination until the question 
was litigated after his death—the same monstrous result would continue 
to be reached. 

Clearly, in the case of pre-1931 trusts with reserved life estates, settlors 
who survived the date of the Church decision were unfortunately situated, 
for even if it was practical’ for them to give away their life estates they 
could not do so without incurring a gift tax *** and running the risk of 
being charged with contemplation of death. Furthermore, such a gift 
could be safely made only to the remaindermen in the exact proportion 
of their interests, since otherwise the settlor’s death might be thought to 
“affect the transfer” and thus violate the requirement that a transfer to 
escape tax must be not only “immediate and out and out” but also “un- 
affected by whether the grantor lives or dies.” ”* 

114 Comm’r v. Hall’s Estate, 153 F.2d 172, 174 (C.C.A.2d, 1946) ; Estate of George W. 
Hall, 6 T.C. 933, 937, 940-941 (1946) ; Estate of Margaret D. Sibley, 3 TCM 1154 (1944) ; 
Estate of Tully C. Estee, 2 TCM 785 (1943) ; Estate of Edward E. Bradley, 1 T.C. 518, 
522 (1943), aff'd sub nom. Helvering v. Proctor, 140 F.2d 87 (C.C.A.2d 1944) ; Comm’r v. 
Kellogg, 119 F.2d 54, 57 (C.C.A.3d 1941). 

The Court of Appeals for the Second Circuit apparently is the only court which 
has stated that a possibility of reverter should not be found behind a remainder to 
settlor’s next of kin; see dictum in Comm’r v. Bayne’s Estate, 155 F.2d 475 (C.C.A.2d 
1946). 

OTD. 5741, 14 Fev. Rec. 5536 (1949). 

116 [f for any reason the trust corpus were included in the settlor’s taxable estate, no 
credit would have been allowed for gift tax previously paid on the assignment of the life 


estate “obliterated” by the settlor’s death. See Note, 63 Harv. L. Rev. 119, 165 (1949). 
117 335 U.S. at 646 and 705 (1949). 
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Most importantly, perhaps, there could be no assurance that the 
Supreme Court would recognize the validity of the new regulations. As 
the Government repeatedly and almost plaintively pointed out when con- 
fronted on the reargument commanded by the Court by such thorny 
questions as whether the Reinecke case or May v. Heiner should be 
expressly overruled, the Church and Spiegel cases could be decided on the 
basis of the existing Hallock regulation.*** Yet none of the seven appellate 
Judges who wrote opinions in the two cases dignified that regulation by 
so much as even citing it. The fleeting reference in Justice Black’s 
opinion in the Church case to recent Treasury regulations “all . . . made 

. . under compulsion of this Court” *” refers, as is clear from its 
context, only to the regulations incorporating the rule of Hassett v. 
Welch ** that the 1931 Joint Resolution and the 1932 amendment apply 
only prospectively.** That the Court disregarded a regulation made under 
its compulsion, can scarcely be construed into an assurance that it would 
have upheld regulations which reflect far less stringent tests than may be 
thought compelled by its pronouncements in the Church and Spiegel cases. 

The regulations interpreting Church exhibit a different form of self- 
restraint on the part of the Treasury. The Church decision is accepted 
but its application is limited to the estates of decedents dying after the 
date of that decision. This was done under authority of section 3791(b) 
of the Internal Revenue Code which permits the Treasury to make a 
court decision applicable without retroactive effect. It is understood that 
it was decided to invoke that authority with respect to the Church case 
principally because it is the Bureau’s general policy not to reopen closed 
cases, and a uniform rule of not applying the decision to all estates of all 
past decedents was thought fairer. It can be argued that the Treasury’s 
action in applying the Church case prospectively only, based on statutory 
authority granted to the Commissioner, ought to preclude any court from 
applying the rule of that case to the estate of a decedent dying before 
January 17, 1949. However, in view of the very positive manner in 
which the Supreme Court in the Church decision rejected all arguments 
“for continuing the error of May v. Heiner,” **® it may still be feared 
that the Court, if confronted by a pre-1931 trust created by a decedent 





dying prior to January 17, 1949, which had been determined taxable by 


the Commissioner on some ground other than the reserved life estate, 
might see fit to disregard the Treasury’s clemency. 








118 Brief for the Commissioner on Reargument, pp. 4, 17-18, 55. 

119 335 U.S. 632, 647 (1949). 

120 303 U.S. 303 (1938). 

121 Arts. 18 and 19, Reg. 80 (1937 ed.) (as amended Oct. 24, 1938 by T.D. 4868, 2 Cum. 
Butt. 355 (1938) ). 

122 335 U.S. 632, 647 (1949). 
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The holding of the Spiegel case is deemed within the scope of the 
old Hallock regulation. This was the ground for decision which the 
Government continued to urge when compelled by the Court to discuss 
much broader issues.’** Thus the double-barrelled test of the old regula- 
tion is left unchanged. Apparently, the Treasury was as unimpressed by 
the new test presumably laid down in Spiegel as by that used by the old 
Court. The old Court “looked to the donee to see if he had received during 
the donor’s life absolute and unconditional title to the interest given 
him’’; *** the new Court looks to the donor to see that he has been left 
“with no present legal title in the property, no possible reversionary 
interest in that title, and no right to possess or enjoy the property then 
or thereafter.” **° 

This single-barrelled test which was stressed in both cases in the most 
unequivocal and absolute language, was quite possibly intended to he 
exclusive. i.e., applicable regardless of whether survivorship of the bene- 
ficiary was likewise required. If so, the Court might in a case which 
came before it, say on the issue of contemplation of death, decide, once 
again without so much as mentioning the Hallock regulation,”* that 
section 811(c) was applicable solely by reason of some remote and 
contingent possibility of reverter.*”” 

Such considerations ** influenced the Senate Finance Committee when 
it decided that the Treasury’s regulations could not perform the task of 
correcting the inequities resulting from Church and Spiegel. The vehicle 
which the Committee used for its corrective legislation was the Camp Bill. 


THE Camp BILL 


H. R. 5268, popularly known as the Camp Bill, was introduced by 
Representative Camp of Georgia on June 21, 1949, five months after 
the date of the Church and Spiegel decisions, and was passed by the 
House in its original form about a month after its introduction.”” It 
contained six provisions **° designed to remove “inequalities or hardships 


123 Supra note 118. 

124 Conway, supra note 18, at 393. 

125 335 U.S. at 645 and 705 (1949). 

126 Supra p. 328. 

127 Sen. Rep. No. 831, 81st Cong., Ist Sess. 8 (1949). 

128 “Tt would be rash to rely on this generous administrative renunciation of revenues 
made implicitly available by the broad judicial ijanguage.” Note, 63 Harv. L. Rev. 119, 
163 (1949). 

12995 Conc. Rec. 9847-9848 (July 18, 1949). 

180 Section 1 of the Bill in effect extends from January 15 to January 31, the date 
on which a farmer may file a final return in lieu of a declaration of estimated tax. Sec- 
tion 2 adjusts the foreign tax credit in case of refund of foreign taxes by taking into 
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in the present tax laws.”’*** These provisions remained in the bill with 
two minor amendments by the Senate Finance Committee,*** and are now 
law. In retrospect and when compared with the storm-arousing Church, 
Spiegel, percentage depletion, and reorganization provisions later added 
by the Senate,’** these provisions of the House bill seem either wholly 
innocuous *** or obviously equitable,**° or, as in the case of the remaining 
sections, designed to relieve hardship situations of so limited a nature as 
to have little effect on the revenue.*** Yet it was reported that the 
Treasury had informed the Ways and Means Committee in no uncertain 
terms of its opposition even to the six sections of the House bill.**” Thus, 
from the very outset the Camp Bill apparently faced Treasury disapproval 
and the risk of a recommendation of a veto. 

The Senate Finance Committee, which reported the bill on August 3, 
1949, added three sections of which two were concerned with the Church 
and Spiegel decisions, and the third granted percentage depletion of 15% 
to two rather obscure nonmetallic minerals.*** To complete the history 
of the bill before turning to a detailed discussion of the vicissitudes en- 
countered by the Church and Spiegel provisions, it may be noted that the 





account the amount of tax imposed by the foreign country on the refund. Section 3 gives 
a corporation on the accrual basis an election to deduct in the current taxable year 
charitable contributions actually made within two and one-half months after the close 
thereof. Section 4 exempts from stock transfer tax certain transfers between a corpora- 
tion and its nominee. Section 5 grants to employees relief from tax on an employer’s 
contributions to certain non-exempt trusts if such contributions are made pursuant to 
an agreement antedating the Revenue Act of 1942. Section 6 grants relief to settlors of 
reciprocal trusts created before 1940, the year of ‘the Lehman decision, 109 F.2d 99 
(C.C.A.2d 1940). The substance of sections 1, 2, 3, 5, and 6 was contained in sections 
124, 138, 115, 105, and 251, respectively, of the Revenue Revision Bill of 1948 (H.R. 6712, 
80th Cong., 2d Sess.) which was passed by the House but was not acted on by the 
Senate. 

131 H. R. Rep. No. 920, 81st Cong., Ist Sess. 1 (1949). 

1382 The scope of section 5 was broadened, that of section 6 restricted. See SEN. Rep. 
No. 830, 81st Cong., Ist Sess. 4-7 (1949). 

138 Secs. 7, 8, 9, 11, and 12 of the Bill as passed by the Senate. 

184 Secs. 1, 3, and 4. 

135 Sec. 2. 

136 Secs. 5 and 6. 

187 Treasury objections are said to have begun in the spring of 1949 when certain 
members of the Ways and Means Committee proposed to add to H. R. 4968, an adminis- 
trative tax bill approved by the Treasury, the six provisions later contained in the 
Camp Bill when it passed the House. A Treasury representative is reported to have 
stated that if this were done the Treasury would recommend a veto. Daily Report for 
Executives No. 181, Bureau of National Affairs, Washington, D. C. Sept. 19, 1949 (here- 
inafter referred to as D.E.R.) ; see id. No. 156, Aug. 12, 1949. 

138 Perlite and diatomaceous earth. The Senate Finance Committee Report stated 
that these minerals are competitive with a number of other named minerals all of 
which are allowed percentage depletion (Sen. Rep. No. 831, 81st Cong., Ist Sess. 9-10 
(1949) ; see also, statement by Senator George, 95 Conc. REc. 14696 (Oct. 13, 1949)). 
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percentage depletion provision was broadly amended on the floor of the 
Senate to cover all non-metallic clays and minerals,*** and that two other 
floor amendments were adopted which provided for non-recognition of 
gain or loss upon a “spin-off” reorganization **° and in the case of the 
undoing of a recapitalization with respect to a particular testamentary 
trust.** All three of these sections were dropped in conference. On the 
other hand, two Senate floor amendments survived,'** one of which 
granting substantial estate tax relief to the estates of servicemen who died 
as a result of World War II has obvious appeal.’ 


THE SENATE FINANCE COMMITTEE CHURCH AMENDMENT 


The Senate Finance Committee proposed to amend section 811(c) of 
the Internal Revenue Code by adding a subsection, applicable to the 


139 A floor amendment sponsored by a group of Senators added a large number of 
named minerals as well as “all other non-metallic clays and minerals.” 95 Conc. REc. 
13239 (Sept. 16, 1949). Of these marble, granite, and tripoli were included in section 131 
of the Revenue Revision Bill of 1948. Floor statements were made explaining the justi- 
fication, on the grounds of competitive disadvantage and the desirability of attracting 
funds to explore for new sources, of extending the allowance of percentage depletion 
to borax, refractory clays, and quartzite. 95 Conc. Rec. 13239-40 (Sept. 16, 1949). The 
Conference Committee initially added shell to the list of named minerals but reduced 
the rate to 5% on all the substances which would have been added by the amendment. 
D.E.R. No. 191, Oct. 3, 1949. Several days later it eliminated all of the percentage depletion 
section. D.E.R. No. 195, Oct. 7, 1949. In explaining this action, Senator George stated 
that many of the substances which had been added to the Senate Finance Committee 
amendment did not require discovery effort, and that as to others the conferees had no 
real evidence as to percentage depletion discrimination favoring competitive minerals. 
95 Conc. Rec. 14697 (Oct. 13, 1949). 

140 For a justification of this amendment by Senator Robertson, see 95 Conc. REc. 
13242 (Sept. 16, 1949). A similar provision, but incorporating some additional safe- 
guards which were dropped in Senator Robertson’s amendment, appeared as part of 
section 128 of the Revenue Revision Bill of 1948 at which time it met with Treasury 
opposition. See summary of letter of Under-Secretary of the Treasury Wiggins, D.E.R. 
No. 216, Nov. 4, 1948. 

141 This amendment likewise was included in the Revenue Revision Bill of 1948 as 
section 311. It was designed to afford relief where the decisions in Bazley v. Comm’r and 
Adams vy. Comm’r, 332 U.S. 752 (1947), rendered taxable certain recapitalizations thereto- 
fore deemed tax-free. H. R. Rep. No. 2087, 80th Cong., 2d Sess. 23 (1948). The particu- 
lar situation toward which it is directed was described by Senator George and charac- 
terized by him as one of “peculiar merit.” 95 Conc. Rec. 13241 (Sept. 16, 1949). After 
this provision had been eliminated by the Conference Committee, the Senator stated that 
it was unnecessary to retain it since the Treasury had advised him that the particular 
situation could be taken care of administratively. 95 Conc. Rec. 14696 (Oct. 13, 1949). 

142 Section 9 of the Act increases the $100 exemption from import duties to $200 in 
the case of the returning resident who has been away 48 hours. Section 10 exempts from 
the additional estate tax the estates of war casualties of World War II. 

143 This provision also appeared in section 213 of the Revenue Revision Bill of 1948. 
Curiously enough, it was one of a dozen or so items specifically objected to by the 
Treasury when that bill was reported to the House. D.E.R. No. 216, Nov. 4, 1948. 
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estates of all decedents dying after February 10, 1939 (the date of the 
enactment of the Code), reading: *** 


(2) Exceptions in case of transfers prior to March 4, 1931: Property 
transferred before March 4, 1931, shall not be included in the gross estate 
under this subsection by reason of the fact that the decedent retained an estate 


for life in such property. 


The simple purpose of this amendment was to overrule the Church 
case and to reinstate May v. Heiner and the three related cases decided 
on March 2, 1931.’*° The Committee was of opinion that the eighteen- 
year old rule as to pre-1931 trusts with retained life estates should not 
have been altered except by legislation. It felt that the grantors of such 
trusts should be able to rely on the long-standing interpretation of May v. 
Heiner **° and quoted with approval the following words from Justice 
Reed’s dissent from the Church decision: *** 


In reliance upon the long settled course of legislative and judicial construc- 
tion, donors have made property arrangements that should not now be upset 
summarily with no stronger reasons for doing so than that former courts 
and the Congress do not interpret the legislation in the same way as this 
Court now does. 


The Committee took cognizance of the proposed Treasury regulations 
applying the Church decision only with respect to persons dying after 
the date thereof,*** but stated the obvious fact that it was beyond the 
power of the Treasury to alleviate the full effects of the opinion. Legisla- 
tion was necessary to accomplish this.** - 

The Senate Finance Committee presumably realized, however, that an 
amendment as sweeping as that which it introduced, was headed for 
trouble. Although the author of the Camp Bill had not seen fit to insert 
a provision overruling the Church case, two other members of the House 
had introduced legislation to this end.**° One such bill introduced on 


14495 Conc. Rec. 13235 (Sept. 16, 1949). 

145 Supra note 26. 

146 Sen. Rep. No. 831, 81st Cong., Ist Sess. 7-8 (1949) ; see also, 95 Conc. Rec. 13234 
(Sept. 16, 1949). 

147 335 U.S. 632, 652-653 (1949), quoted in Sen. Rep. No. 831, 81st Cong., Ist Sess. 
7 (1949). 

148 Supra note 104. The American Bar Association recommended adoption of a Con- 
gressional Joint Resolution clarifying the prospective purpose of the 1931 Joint Resolu- 
tion; for text, see Bittker, supra note 38, at 856 n. 147. 

149 Sen. Rep. No. 831, 8lst Cong., Ist Sess. 8 (1949). Justice Frankfurter in his 
dissenting opinion stated that the upsetting by Congress of the result of the Church and 
Spiegel cases “is almost invited.” 335 U.S. 632, 667 (1949). 

150 Representative Walter (Dem. Pa.) introduced a bill, H.R. 5045, which was identical 
with that later offered by Representative Reed (Rep. N. Y.), the ranking minority mem- 
ber of the Ways and Means Committee; see note 151 infra. 
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June 29, 1949 by Representative Reed of New York ** was substantially 
identical with the Church amendment adopted by the Senate Finance 
Committee. This bill, it is understood, was the subject of a strongly ad- 
verse report early in August, 1949 from the Treasury to the Ways and 
Means Committee. 

The Treasury’s strong opposition to the enactment of legislation com- 
pletely overruling the Church case may be summarized as follows: 

i. In 1916 when the expression “intended to take effect in possession 
and enjoyment at or after death” was written into the first federal estate 
tax law, it was commonly understood to have the meaning given to it in 
the Church case. Prior to 1916 text writers and numerous state courts 
had so interpreted similar provisions adopted by forty states as obviously 
necessary to prevent wholesale tax evasion. As the 1916 federal statute 
bears internal evidence of careful study of state statutes, Congress must 
have intended to adopt its plain and commonly understood meaning. 
Hence, the Church decision carries out the original Congressional intent. 

2. The March 2, 1931 per curiam decisions *** were so startling and 
erroneous and their repudiation by Congress was so swift, that legislation 
to reinstate them by overruling the Church case ought to be supported 
by arguments of very unusual weight. The two lines of argument rclied 
on by the proponents of such legislation do not come close to justifying it. 

(a) The first argument is that Congress enacted the rule of May v. 
Heiner *** into the statute by the Joint Resolution of March 3, 1931 *™ 
in so far as concerns transfers prior to that date. This argument is weak 
because it does not go to the merits of the Church decision as compared 
to May v. Heiner; because it was rejected by the Supreme Court in 
reaching the Church decision; and because it rests upon a debatable in- 
ference drawn from Congressional inaction. 

(b) The second argument is that since persons who had created trusts 
with reserved life estates were entitled to rely on May v. Heiner, that 
rule ought now to be reinstated to prevent hardship. Reliance on May v. 
Heiner, decided April 14, 1930, cannot have occasioned the creation of 
many retained life income trusts since the Joint Resolution was enacted 
less than a year later. Furthermore, the May case did not conclusively 
settle the law, as it involved merely a secondary life estate retained by the 
grantor. Prior to May v. Heiner, Treasury regulations uniformly pro- 
vided that transfers with reserved life estates were within the scope of 


151 H.R. 5398, 81st Cong., Ist Sess. (1949). 

152 Burnet v. Northern Trust Co., 283 U.S. 782; Morsman v. Burnet, 283 U.S. 783; 
McCormick vy. Burnet, 283 U.S. 784 (all decided March 2, 1931). 

158 281 U.S. 238 (1930). 

15446 Stat. 1516 (1931). 
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the possession and enjoyment clause and the weight of judicial authority 
was in accord.*** 





155 The assertion that prior to the Supreme Court’s decision in May v. Heiner the 
weight of judicial authority was in accord with the Treasury regulation that a trans- 
fer with a reserved life estate is within the scope of the possession and enjoyment clause, 
would seem to be open to question if the implication sought to be conveyed is that a 
substantial majority of federal courts construing the clause as used in the federal estate 
tax law had come to that conclusion. 

The argument that the clause as used in state death tax laws had frequently been 
construed by state courts, and that Congress must have had this body of law in mind 
when writing similar language into the federal estate tax law in 1916, has been met by 
the contention that construction of the clause when used in an inheritancce tax statute 
(a tax on the beneficiary’s right to receive) was inapplicable to an estate tax (an excise 
imposed upon the passing of property from the decedent at death). Furthermore, although 
the “possession and enjoyment” clause apparently first appeared in a Pennsylvania statute 
in 1826, the earliest of the state court decisions which taxed a transfer-with-reserved-life- 
estate was not handed down until 1884 (Reish, Adm’r v. Commonwealth, 106 Pa. 521). 
Congress, however, as early as 1862, twenty-four years before this first state judicial gloss, 
had included the clause in a tax on legacies and distributive shares of personal property 
(12 Strat. 432, 485) and, so the argument ran, in 1916 was merely going back to the 
language of its own earlier act and was not adopting the state provision and the construc- 
tion which that provision had received. These considerations are mentioned solely in 
an attempt to recreate the situation as it was early in 1930. 

The Government in its May, v. Heiner Supreme Court brief (Brief ‘for the Respondent, 
Oct. Term 1929, No. 311, pp. 7-8) relied on only three federal decisions, McCaughn v. 
Girard Trust Co., 11 F.2d 520 (C.C.A.3d 1926) ; Reed v. Howbert, 8 F.2d 641 (D. Colo. 
1925) ; and Una Libby Kaufman, 5 B.T.A. 31 (1926), and added a reference to a fourth, 
Tips v. Bass, 21 F.2d 460 (W. D. Tex. 1927). To this it might have added a case squarely 
in point, Fidelity Trust Co. v. McCaughn, 17 F.2d 605 (E. D. Pa. 1926), decided in the 
same circuit as, and hence controlled by, the Girard Trust Co. case, and Cleveland Trust 
Co. v. Routzahn, 7 F.2d 483 (N. D. Ohio 1925), rev'd, 22 F.2d 1009 (C.C.A.6th 1927), 
and Bradley v. Nichols, 13 F.2d 857 (D. Mass. 1926), aff'd, Nichols v. Bradley, 27 F.2d 
47 (C.C.A.1st 1928), in both of which cases counsel conceded that the possession or 
enjoyment clause is applicable to a reserved primary life estate. In the Bradley case, 
however, the taxpayer won on the only litigated issue, which involved a reserved life 
estate contingent on surviving the primary life tenants and their issue. Hence, the deci- 
sion in the Bradley case would seem to support the conclusion reached by the Supreme 
Court in May v. Heiner. 

The Government’s Supreme Court brief in May v. Heiner conceded that Carnill v. 
McCaughn, 30 F.2d 696 (E. D. Pa. 1929) was an adverse decision and, in this connec- 
tion, also called attention to Frew v. Bowers, 12 F.2d 625 (C.C.A.2d 1926) and Boyd v. 
United States, 34 F.2d 488 (D. Conn. 1929). In the Carnill case the District Judge 
expressed the opinion that Girard Trust Co., supra, the leading case relied on by the 
Government in its May brief, had been modified by the intervening decisions in Nichols v. 
Coolidge, 274 U.S. 531 (1927), Reinecke v. Northern Trust Co., 278 U.S. 339 (1929), and 
Chase National Bank vy. United States, 278 U.S. 327 (1929), the combined effect of which 
was in the District Court’s opinion to exclude as a basis for the tax, inter alia, absolute 
transfers with a reserved life estate where the decedent up to the time of his death had 
no power of control over or to direct the course of distribution of the property by his 
action or non-action. In the Frew case all three judges concurred on constitutional 
grounds in refusing to tax a 1910 trust, but only one agreed with the holding of the 
Girard Trust Co. case that “possession or enjoyment” was clearly intended to refer to 
the period when the remainders “fall in” and not to that at which they vest. His brethren, 
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Since grantors must have assumed as to trusts created prior to May v. 
Heiner that the transferred property would be included in their estates, 
reliance on that case and the 1931 per curiam decisions could be sig- 


however, thought the cases “hopelessly at variance” on the interpretation of the words 
“take effect,” “possession or enjoyment,” and “interest” and found “a diversity of opinion 
incapable of reconciliation.” In the Boyd case the Court flatly held that reservation of 
a life estate was immaterial and mentioned the pre-1916 date of the creation of the trust 
as merely an additional reason for refusing to sustain the tax, saying: 

“So long as the settlor retained no title, and no right to acquire any, nor any power 
of disposition over the trust, the fact that the beneficiaries were postponed until the 
settlor’s death to an actual enjoyment of the corpus of the trust is immaterial.” 

To this list may be added Miller v. United States, 62 Ct. Cl. 404 (1929), and Arnold v. 
United States, 62 Ct. Cl. 429 (1926). In the former the settlor of a 1910 trust had 
reserved 75% of the net income and profits so long as he and his wife should live. The 
Court said: 

“The transfer by George Douglass in December, 1910, vested title in the trustees and 
separated him from ownership in the property. His right of disposition, possession or 
control of it was ended, except the right to receive a proportion of the income. By the 
trust the children took a vested interest in 1910, not merely in 1919, when the decedent 
died. . . . If it be said that the trust created or transfer made was intended to take effect 
‘after’ the decedent’s death, it seems to us a sufficient answer to say the transfer was 
an irrevocable one taking effect presently.” 

In the Arnold case the Court disposed of the point in the following terms: 


“Mrs. Jordan owned the property in her own right and had and was entitled to have 
its possession and enjoyment. She transferred it to trustees irrevocably upon defined 
trusts. When that transfer became effective she ceased to be the owner of the property 
in her own right, she gave up its possession, and instead of being entitled to its use and 
enjoyment she directed that the trustees pay her one-half of its income and profits and 
pay two other persons the other half. So far as that feature of the trust was concerned, 
it can not be said to be a transfer or trust intended to take effect after her death.” 

It is submitted that early in 1930 the weight of authority was in balance and that 
nothing had transpired subsequent to 1926 to justify modification of the Second Circuit's 
appraisal of the federal cases as “hopelessly at variance” and “incapable of reconcilia- 
tion.” If anything, the view contrary to that advanced by the Treasury had gained 
strength since, as pointed out above, even in the Third Circuit the authority of Girard 
Trust Co. was thought by a District Judge to have been drastically modified by the 
subsequent Supreme Court opinions in the Coolidge, Northern Trust Co., and Chase 
National Bank cases. 

It would seem to follow that Afay v. Heiner could not have come to the bench and 
bar as a complete surprise. No such reaction is reflected in contemporary comment 
(44 Harv. L. Rev. 131 (1930); 29 Micn. L. Rev. 123 (1930); 15 Minn. L. Rev. 252 
(1931) ), and Professor Bittker notes that taxpayers were certainly litigating the issue 
and surmises that some students of the Court may have predicted the outcome of May v. 
Heiner (supra note 38, at 857). 

Nor does there seem to be adequate justification for Senator Smoot’s now famous 
remark that the interpretation of the statute reflected in the three per curiam decisions 
“came almost like a bombshell, because nobody ever anticipated such a decision” (74 
Conc. Rec. 7078 (Mar. 3, 1931)). The fact is that after May v. Heiner the Third and 
Seventh Circuits, the Court of Claims, and the Board of Tax Appeals had decided a 
number of reserved primary life estate cases against the Government on the authority 
of that case (McCaughn v. Carnill, 43 F.2d 69 (C.C.A.3d, Aug. 13, 1930); Comm’r v. 
Northern Trust Co., 41 F.2d 732 (C.C.A.7th, June 5, 1930); Hodgkins v. Comm’r, 
44 F.2d 43 (C.C.A.7th, Oct. 16, 1930) ; Williams v. United States, 41 F.2d 895 (Ct. Cl. 
June 2, 1930); Frederic Ullman, et al., Executors, 20 B.T.A. 782 (Sept. 11, 1930)), 
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nificant only with respect to the failure to take subsequent remedial action, 
such as surrendering the life estate. The equities based on such failure 
to act do not justify the proposed legislation. Moreover, in view of the 
statutory interpretation since 1931, it is extremely unlikely that such 
failure was influenced by May v. Heiner. 

It is not reasonable to assume that a grantor would have relinquished 
the right to the income, which was presumably more important to him 
than the saving of estate tax. The possibility that he might have done so, 
after retaining enjoyment of the income for a long period, is not adequate 
as a matter of equity to support reinstatement of a construction of the 
statute generally considered erroneous. 

It is argued that grantors who were content, as the price for the re- 
served life estate, to pay estate tax at the low rates in effect prior to 1931, 
would have surrendered them due to the stiff increases in estate tax rates 
had it not been for reliance on May v. Heiner. The fact of the matter is, 
however, that every rate increase since 1930 came at a time when there 
was grave doubt whether any reliance could be placed on May v. Heiner. 
Increases in estate tax rates occurred in 1932, 1934, 1935, 1940, and 
1941.*°* At the time of the first three increases no one who had retained 





and only in the Eighth Circuit did the Government succeed in convincing the Court that 
May v. Heiner was distinguishable on the ground that in the May case the grantor 
had immediately surrendered enjoyment to the primary life tenant (Comm’r v. Morsman, 
44 F.2d 902 (C.C.A.8th, Nov. 10, 1930)). 

Furthermore, it should be noted that the Department of Justice had so little confidence 
in the contention that the reservation of a primary life estate was not controlled by 
the rationale of May v. Heiner, that the Solicitor General in his brief in support of a 
petition for certiorari in the Northern Trust Co. case, expressly disavowed such a con- 
tention on behalf of himself and his associates, and stated that it represented only the 
Treasury's view. Similarly, the final paragraph in the Government’s Supreme Court 
briefs filed in the Northern Trust Co. and Morsman cases states: 

“The foregoing brief has been prepared by counsel employed in the Treasury Depart- 
ment and presents the views of that Department upon the question involved.” 

It is submitted that the three per curiam decisions in any event could not have come 
as a bombshell to the Department of Justice. The fact that they were expected as 
obvious sequiturs may, on the other hand, lead to the not unreasonable assumption that 
the text of the Joint Resolution had been prepared before the three decisions were 
handed down, and explain the speed with which the executive arm went into action 
to obtain a Congressional reinterpretation of the statute. 

This lengthy excursus may seem nothing more than poking among cold embers. 
But it seems to the writer that facts such as these should be considered together with 
those recited in Justice Black’s opinion, which led him to the conclusion that the principle 
of estate tax law under discussion was “well settled” (335 U.S. 632, 639 (1949)) prior 
to May v. Heiner. It is submitted that such consideration of all the facts is required 
in order to obtain as true a picture as possible of the past, that is, in the words of the 
historian Ranke, to attempt to ascertain “wie es eigentlich gewesen ist.” 

156 The estate tax rate increases occurred on the following dates: June 6, 1932, May 11, 
1934, Aug. 30, 1935, June 25, 1940, and Sept. 20, 1941 (the dates of enactment of the 
Revenue Acts of 1932, 1934, 1935, 1940, and 1941). i 
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a life estate in a pre-1931 transfer could have felt secure, since the 
Supreme Court did not decide until 1938, in Hassett v. IVelch,’* that the 
1931 Joint Resolution amending subdivision (c) of section 301 of the 
Revenue Act of 1926 was applicable only prospectively. Although state- 
ments in the House and Senate indicated that prospective application only 
was intended, the enactment itself did not so specify. Subdivision (h) of 
the same section provided that, in the absence of a specific provision to 
the contrary, other subdivisions including (c) should apply to transfers 
described therein whether made before or after the enactment of the 1926 
Act. In view of this express provision, the regulations between 1934 and 
1938 held pre-1931 transfers with life estate retained subject to tax, and 
the Treasury was actively litigating the issue. 

Prior to the next rate increases in 1940 and 1941 the Supreme Court, 
on January 29, 1940, decided the Hallock case, which must have shaken 
the feelings of security gained less than two years earlier from Hassett v. 
Welch. The dissent in Hallock argued that the holding was in conflict 
with May v. Heiner. The Tax Court in 1941 accepted the view that 
Hallock overruled May v. Heiner,’** and did not reverse this position 
until early in 1943,*°° more than a year after the last estate tax rate in- 
crease. Even thereafter the difficulty of reconciling the two Supreme 
Court decisions was the subject of sufficient comment to cause doubt 
whether May v. Heiner still represented the law. In fact, there were only 
two short periods during which any reasonable reliance could have been 
placed on May v. Heiner: 

1. Between February 28, 1938 (Hassett v. Welch) and January 29, 
1940 (Helvering v. Hallock) ; and 

2. Between May 1, 1946 (when the Treasury by amending its regula- 
tions announced that it would follow May v. Heiner notwithstanding 
Hallock) and June 21, 1948 (when the Supreme Court requested dis- 
cussion of the validity of May v. Heiner upon reargument of the Church 
case). 

The reasonable conclusion in the Treasury's view is that most grantors 
who continued to retain life estates when estate tax rates were increased, 
did so because they wished to keep the income rather than because of any 
well-founded assurance that estate tax would be avoided.*” 

Even if the Treasury’s test of basing “reasonable. reliance’ on the 
regulations be accepted, it would seem that there should be added to the 


157 303 U.S. 303 (1938). 

158 Supra note 29. 

159 Supra note 30. 

160 For a somewhat similar argument, sce Bittker, supra note 38, at 855-864, under 
subheading May v. Heiner and the doctrine of stare decisis. ‘ 
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two “safe” periods a third running from May 22, 1931 *** to November 7, 
1934,** the period during which the regulations did not seek to tax 
transfers made before March 3, 1931. Furthermore, it would seem 
arguable that the reversal in the second year of the Roosevelt administra- 
tion of the Treasury’s original position, not being predicated on any new 
court decision, was not sufficiently well grounded to shake whatever 
reliance taxpayers may have been placing on the Congressional debate 
which preceded adoption of the Joint Resolution and which indicated only 
prospective overruling of the three per curiam decisions ***—a legislative 
result, moreover, called for by the very language of those decisions.*™* 
On the other hand, the period between May v. Heiner (April 14, 1930) 
and the three per curiam decisions (March 2, 1931) probably should not 
be included as one of those during which “reasonable reliance’ on the 
May case was justified. In the 1931 cases Government counsel *** sought 
merely to distinguish May v. Heiner *®® and did not, as has sometimes 
been stated,**’ request its reconsideration and overruling. Hence, since 


161 T.D. 4314, approved May 22, 1931, issued in the form of a letter to collectors 
(X-1 Cum. Butt. 450 (1931) ), provided that the Joint Resolution was to be applied 
prospectively only. T.D. 4336 on April 11, 1932, amended Reg. 70, Art. 18, captioned 
“Retention of possession, enjoyment, or income,” by limiting its effect to transfers made 
after March 3, 1931. 

162 Date of the approval of Reg. 80 which changed the rule by exempting pre-March 4, 
1931 transfers only if the decedent died prior to 5 p.m. eastern standard time, June 6, 
1932, the effective date of the amendment made by the Revenue Act of 1932 which incor- 
porated the substance of the Joint Resolution with only minor changes. 

163 The debate is set forth in Hassett v. Welch, 303 U.S. 303 (1938). 

164 Each opinion stated: “... there being no question of the constitutional authority 
of the Congress to impose prospectively a tax with respect to transfers or trusts of the 
sort here involved, ....” (italics supplied) 

165 The Solicitor General and his associates were so strongly convinced that the pri- 
mary life estate issue had been disposed of by May v. Heiner, that they did not write the 
Government briefs in the Morsman and Northern Trust Co. cases, but presented briefs 
written by Treasury counsel. The Mf/cCormick case differed in that it presented some 
additional grounds for urging taxability. 

166 None of the Government's briefs and none of the briefs amici asked for an over- 
ruling of May, all arguing that it was distinguishable. McCormick v. Burnet, Oct. Term 
1930, No. 542, Brief for the Respondent at pp. 10, 13; Morsman v. Burnet, Oct. Term 1930, 
No. 581, Brief for the Respondent at p. 29; Burnet v. Northern Trust Co., Oct. Term 
1930, No. 535; Petition for Writ of Certiorari at pp. 20, 27-28, and Motion on behalf of 
Tax Commission of New York, the Commissioner of Corporations and Taxation of the 
Commonwealth of Massachusetts, and the Attorney-General of the State of Rhode Island 
for Leave to File Brief as amici curiae, and Brief at pp. 15-18. 

167 Unless the oral argument differed from that presented in the briefs, Justice Frank- 
furter would seem to have fallen into error when he asserted in his Church-Spiegel dis- 
sent that when arguing the three 1931 cases “the Treasury invited the Court’s reconsid- 
eration of its decision” in May v. Heiner, 335 U.S. 632, 675 (1949). He was, however, 
merely perpetuating an apparently erroneous statement made by Justice Roberts in 
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the question was still being actively litigated on its own merits, the rule 
as to transfers with a retained primary life estate cannot realistically (as 
opposed, perhaps, too logically) be deemed to have been settled before 
March 2, 1931. 


THE SENATE FINANCE COMMITTEE SPIEGEL AMENDMENT 


The Senate Finance Committee’s amendment modifying the result of 
the Spiegel case prospectively by limiting taxation based on reversionary 
interests to the value thereof *** likewise was not a novel provision. Its 
counterpart had appeared in the Revenue Revision Bill of 1948.*° The 
House Ways and Means Committee felt that the law as then interpreted 
was unduly harsh in including in a decedent’s estate the full value of a 
transfer intended to take effect at or after his death by reason of an 
inadvertently retained power of microscopic proportions.*”® 

Under both of these 1948 and 1949 provisions the reversionary in- 
terest was to be valued immediately before the decedent’s death in 
accordance with accepted methods of actuarial valuation prescribed by 
the Commissioner with the approval of the Secretary. A reversionary 
interest was defined as including a possibility of reverter to the decedent 
or his estate and a possibility that the property transferred might be 
disposed of through the exercise by decedent of a power of appointment. 
Thus this provision made no distinction between expressly retained rever- 
sionary interests and those which might come about by operation of law. 

As the Treasury was voicing objection to the Church amendment pro- 
posed by the Reed Bill,*"* so it had also gone on record a year earlier 
against the new valuation rule when that appeared in the Revenue Revi- 


Hassett v. Welch, 303 U.S. 303, 309 (1938), and repeated in his dissent in the Hallock 
case, 309 U.S. 106, 123, 131 (1940). 

168 Section 8 of the Senate Bill proposed to amend section 811(c) of the Code by 
adding at the end thereof the following new paragraph: 


“(3) Transfers With Reversionary Interest Retained—In case property transferred 
by the decedent would not be includible in determining the value of the gross estate under 
the provisions of this subsection except by reason of the fact that the decedent retained 
a reversionary interest in the property, then the amount so includible shall not exceed 
the value of such interest immediately before the decedent's death. Such value immediately 
before his death shall be determined in accordance with tables of experience or probability 
or other accepted methods of actuarial valuation under regulations prescribed by the 
Commissioner with the approval of the Secretary. For the purpose of this paragraph, 
(A) a reversionary interest includes a possibility that the property so transferred or a 
portion thereof may return to the decedent or his estate, and (B) a possibility that the 
property so transferred or a portion thereof may be disposed of through the exercise 
of a power by the decedent shall be considered as a possibility that the property sub- 
ject to such power may so return; oe 


169 Sec, 202. 

170 H. R. Rep. No. 2087, 80th Cong., 2d Sess. 7 (1948). 

171 See discussion under THe SENATE FINANCE CoMMITTEE CHURCH AMENDMENT, 
supra : 











340 TAX LAW REVIEW [Vol. 5: 


sion Bill of 1948. This was one of a dozen principal objections to the 
bill communicated to the Chairman of the Ways and Means Committee 
in a letter from Under-Secretary of the Treasury Wiggins.*” 

The Treasury’s opposition to taxing merely the actuarial value of a 
reversionary interest is understandable, since that hardly seems an ade- 
quate measure of tax in the case of a transfer which is a substitute for a 
testamentary disposition. The trouble was that broad Supreme Court 
dicta *** had prompted the Treasury to hold taxable as transfers intended 
to take effect at death, many transfers which, realistically viewed, did not 
fall within this classification. The remedy of taxing only the actuarial 
value of reversionary interests, it is submitted, was merely seeking to 
right one wrong by applying another.*™* 


BILL IN SENATE 


Six days after the Camp Bill was reported out of the Senate Finance 
Committee on August 3, 1948, it was called on the calendar in accordance 
with a unanimous consent agreement previously entered into. At this time 
Senator Tobey stated he wished the bill to be passed over. Senator John- 
son of Colorado, who was looking after the bill in the absence of Senator 
George, the Chairman of the Finance Committee, voiced the hope that 
Senator Tobey would allow the bill to be passed, saying: *” 


The first part of the bill is just as it came from the House Ways and Means 
Committee and from the House itself. We added some amendments to the 
bill in the Senate Committee, but the amendments are not particularly im- 
portant. They are not nearly so important as the procedural policies laid 
down in the bill. (italics supplied) 


Senator Tobey, however, said that he wished to study the bill, which 
appeared to be a very comprehensive piece of legislation affecting a matter 
very close to his heart, namely, deductions of charitable contributions by 
corporations and certain trusts. Apparently he thought the bill affected 
charitable foundations engaged in private business. Senator Taft pointed 
out that it had nothing to do with that particular question. Tobey never- 
theless insisted that he might wish to offer certain amendments which 
would correct the injustices he had referred to, saying that he wanted to 
seize the opportunity since “it is very difficult to get tax legislation through 


172 —).E.R. No. 216, Nov. 2, 1948, p. G-2. 

178 See discussion under C1iuuRCH AND SPIEGEL IN THE LOWER Courts, supra. 

174 For adverse criticisms of the Congressional proposal, sce Bittker, supra note 38, at 
838-839; Schrenk and Wellman, supra note 18, at 674; Note, 49 Cor. L. Rev. 538, 547 
(1949); for the contrary view, see Browne, Federal Estate Tax on Reversions and 
Reverters, 2 Ata. Law. 435 (1941); Alexander, Possibilities of Reacquisition and the 
Federal Estate Tax, 1 Tax L. Rev. 291 (1946). 

17595 Conc. Rec. 11301 (Aug. 9, 1949). 
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which is manifestly pro bono publico.” Hence he declined to recede from 
his request and the bill was passed over. 

When the bill was again called up on the calendar on August 27, 1949, 
the Majority Leader, Senator Lucas, virtually promised Senator George 
a vote on the bill during the following week.*** Several days later, how- 
ever, fear was expressed that Senate action on the Camp Bill would be 
delayed since the Senate on return from its Labor Day holiday would, in 
accord with President Truman’s wishes, take up extension of the Re- 
ciprocal Trade Agreements Act, discussion of which might tie up the 
Senate for at least a month.’ On September 12th, however, Senator 
Lucas revived hope for passage of the Camp Bill by placing the measure 
on the list of legislation to be enacted by the Senate before adjournment.’ 

The bill was debated and passed with a number of amendments on 
September 16th. Section 7, which overruled the Church decision, was 
applicable at the outset to estates of decedents dying after February 10, 
1939.*° Section 8, directed at the monstrous result *“° of the Spiegel 
decision, was, however, under the Senate Finance Committee amendment 
to apply only to estates of decedents dying after the enactment of the 
bill.** This limitation brought protests from three Senators *** who 
offered amendments making the law effective with varying degrees of 
retroactivity. Senator Lucas was especially anxious for the amendment 
to cover refunds in closed cases,*** saying : *** 


176 Jd. at 12581 (Aug. 27, 1949): 

177 PD.E.R. No. 170, Sept. 1, 1949. 

178 Jd. No. 176, Sept. 12, 1949. 

17995 Conc. Rec. 13235 (Sept. 16, 1949). 

180 Senator George, when discussing this section, quoted the following from Justice 
Burton’s dissent : 


“The relation of $70 to $1,000,000 ordinarily would be de minimis and certainl Po 
one which would induce Congress to permit the assessment of a tax of over $4 
because of its existence.” 


18195 Conc. Rec. 13235-13236 (Sept. 16, 1949). 

182 Williams of Delaware, Lucas of Illinois, and Robertson of Virginia. 95 Cone. 
Rec. 13236, 13238 (Sept. 16, 1949). 

183 The Lucas amendment read: 

“The amendment made by subsection (a) shall be applicable with respect to estates 
of decedents dying on or after January 29, 1940. If refund or credit of any overpayment, 
or abatement of any overassessment, to the extent such overpayment or overassessment 
results from the application of subsection (a), is prevented on the date of the enactment 
of this act or within 1 year from such date by any provision of law or rule of law or 
judicial determination, then notwithstanding any other provision of law or rule of law 
(other than subsec. (a) and other than sec. 3761 of the Internal Revenue Code or sec. 3229 
of the Revised Statutes, relating to compromises), or judicial determination, such over- 
payment shall be refunded or credited, and such overassessment shall be abated, as estate 
tax erroneously or illegally collected or assessed: Provided, That, in the case of such 
refund or credit, claim therefor shall be filed within 1 year from the date of the 
enactment of this act. No interest shall be allowed or paid on any such credit or refund 
to the extent that such credit or refund results from the application of subsection (a).” 


18495 Conc. Rec. 13236 (Sept. 16, 1949). 
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I am particularly interested in the Spiegel case which arose in my State. 
I have been ip correspondence with persons interested in it from time to time. 
It seems to me that if this law is to go into effect the guinea pigs spoken 
about previously should receive some relief. 





At the instance of the two Pennsylvania Senators, Section 7, relating 
to the Church case, was amended to take cognizance of the minor dif- 
ferences in language between the Joint Resolution of March 3, 1931, and 
the amendment by the 1932 Act of section 302(c) of the Revenue Act 
of 1926, although from Senator George’s comment, it seems that this 
refinement was regarded as one which could have occurred only to a 
“Philadelphia lawyer.” **° It was, however, carried forward into the 
Technical Changes Act. 

Senator Robertson of Virginia offered a long and interesting critique **° 
of the two sections, the most important point in which related to the 
ambiguity of section 8 which could, on the one hand, be interpreted as 
merely a valuation provision with respect to reversionary interests, but 
on the other, both as a valuation and an inclusion provision, rendering 
taxable all reversionary interests by eliminating the condition of survivor- 
ship required by the Hallock regulation. Since sections 7 and 8 were 
completely rewritten in conference, Senator Robertson’s penetrating 
analysis thereof has now only academic interest and hence does not 
merit extended discussion. 

As noted above,’*’ the Senate also adopted a number of amendments 
offered from the floor, including a broadening of the percentage depletion 
provision of the bill and new sections enlarging the scope of the tax-free 
reorganization provision. 

Shortly thereafter it was reported that there was grave possibility of 
a Presidential veto because of strong Treasury objections to most of the 
provisions of the bill.*** Then there was a delay in appointing the House 
members of the Conference Committee, since many top-ranking members 
of the Ways and Means Committee were absent,’*®® and later, after the 
House conferees had been appointed, there was a further delay owing to 
inability of the Senate group to attend the scheduled meeting of the 
Conference.’ 

Finally, on October 3, 1949, it was reported that the conferees had 
agreed completely to rewrite the Church and Spiegel amendments, to 
delete from the bill the two provisions broadening the tax-free reorgani- 


185 Jd. at 13235. 

186 Jd. at 13236-13238. 

187 See discussion under THe Camp BILL, supra. 
188 D.E.R. No. 181, Sept. 19, 1949. 

189 Jd. No. 183, Sept. 21, 1949. 

190 Jd. No. 187, Sept. 27, 1949. 
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zation section, and to reduce the rate in the percentage depletion provision 
from 15% to 5%. The conferees directed that sections 7 and 8 were to 
be redrafted by the House Legislative Counsel, and adjourned after two 
lengthy sessions on October 3rd, under the impression that they had con- 
cluded their work." The task of redrafting these two sections was so 
complicated that it consumed several days and the Treasury made use of 
this interval to continue objecting most strenuously to the percentage 
depletion provision despite the reduction in rate. Thereupon the con- 
ferees took a step described as “almost without precedent on Capitol Hill” 
and met again after once having reached a compromise on the House and 
Senate differences in the bill. At a session attended by Treasury repre- 
sentatives they eliminated the percentage depletion entirely. Congress, it 
was reported, was so anxious to straighten out the tax problems brought 
up by the Church and Spiegel decisions that the conferees made every 
effort to appease the Treasury in order to prevent a veto. It was reported 
to be their feeling that they had made a bargain with the Treasury by 
swapping percentage depletion for the remainder of the bill, although the 
Treasury representatives had made it clear that they were never in a 
position to say whether or not the President would veto a tax bill.” 

The Conference Committee Report was approved by the House '** and 
Senate ** on October 13, 1949. On that day, however, Presidential ap- 
proval was considered doubtful.’*” But during the following week Capitol 
Hill began to gain some confidence that the President would sign the 
measure, since it was reported that the Treasury was so pleased with 
having the percentage depletion provision withdrawn from the bill that 
it had decided not to voice objections to the features remaining in the 
measure.’*® The bill, however, remained on the President's desk almost 
to the end of the constitutional ten-day period. Non-approval by the 
deadline would have meant death for the measure under a pocket veto, 
since Congress was by then no longer in session. 

It is understood that attorneys in the Department of Justice who had 
“carried the ball” in the section 811(c) litigation during the decade which 
began with Hallock and culminated in the Church and Spiegel decisions, 
were strongly opposed to the legislation which in large measure robbed 
them of the fruits of victory, and that the Justice Department therefore 
recommended a veto to the Bureau of the Budget. The Treasury, how- 


191 Jd. No. 191, Oct. 3, 1949. 

192 Jd. Nos. 193 and 195, Oct. 5 and 7, 1949. 
19395 Conc. Rec. 14731 (Oct. 13, 1949). 

194 Jd. at 14697 (Oct. 13, 1949). 

195 D.E.R. No. 199, Oct. 13, 1949. 

196 Jd. Nos. 200 and 202, Oct. 14 and 18, 1949. 
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ever, lived up to the bargain imputed to it and recommended acceptance 
of the bill. Shortly before the deadline, on the afternoon of October 25, 
1949, the President signed tle measure, and what had been referred to by 
the simple name of the Camp Bill became the Technical Changes Act of 


1949,» 





REwRITING OF SEcTION 811(c) 


Section 7(a) of the Camp Bill, as rewritten by the Conference Com- 
mittee, applies to estates of decedents dying after February 10, 1939.*** 
It drastically changed the form of section 811(c) by splitting it into 
three parts.**? Treasury regulations had long recognized four classes of 
transfers comprehended by section 811(c), namely: 


Sec. 81.16—Transfers in contemplation of death. 

Sec. 81.17—-Transfers intended to take effect at or after the decedent’s death. 

Sec. 81.18—Transfers with possession or enjoyment retained. 

Sec. 81.19—Transfers with right retained to designate who shall possess 

or enjoy. 

In the new statute these four categories appear in section 811(c) (1) 
in three subdivisions, transfers with possession or enjoyment retained 
being treated together with transfers with a retained right to designate,” 
thus continuing to that extent the pattern set by the Joint Resolution of 
March 3, 1931.7" 

Sections 811(c)(2) and (3) contain the rules under which a transfer 
shall be deemed to be intended to take effect in possession or enjoyment 
at or after the decedent’s death as to transfers made before October 8, 
1949 and those made after October 7, 1949, respectively. 


EFFECT OF SECTIONS 7 AND 8 ON Past TRANSFERS 


The Church case. Since the effect of the Church decision was wholly 
retroactive, in that it affected only transfers made before March 4, 1931, 
the provisions of the Technical Changes Act of 1949 which modified the 
results of Church, naturally apply only to past transfers. The language of 
the new section 811(c)(1)(B), describing transfers with reserved life 


197 Pub. L. No. 378, 81st Cong., Ist Sess. (Oct. 25, 1949). 

198 The date of the enactment of the Internal Revenue Code. 

199 A similar redraft of the section appeared in section 202 of the Revenue Revision 
Bill of 1948. 

200 Sec. 811(c)(1)(B). Subparagraph (C) deals with transfers intended to take effect 
in possession or enjoyment at or after death. Subsection (A) deals with transfers in 
contemplation of death and represents no change from existing law. 

20146 Strat. 1516 (1931). ; 
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202 


estates, etc., contains exactly the same language as the 1932 amendment. 
The only change made by the Technical Changes Act of 1949 is to afford 
limited relief to grantors of pre-1931 trusts. Such relief goes farther 
than that contained in the Treasury regulations which make Church 
applicable prospectively only and hence limit relief to decedents dying 
on or before January 17, 1949, the date of the Church decision.*** The 
Conference amendment broadened this relief to cover estates of persons 
who died before 1950.** Furthermore, the grantor of one of these old 
trusts is given the right to give up his life interest in the income during 
the years 1949 and 1950 free of gift tax and without risk that that 
transfer will be taxed when he dies as having been made in contemplation 
of death.” 

When discussing the Conference amendment on the floor of the Senate, 
Senator George again referred to the apparent inequities caused by the 
Church decision and the fact that it had overruled a unanimous prior 
decision, May v. Heiner, rendered eighteen years ago, in which such 
illustrious jurists as Holmes, Hughes, Brandeis, and Stone had joined. 
He stated that he preferred the Senate amendment which had completely 
exempted the old retained life estate trusts from estate tax even though 
the decedent should die at any time in the future. Although the Senator 
apprehended that hardship cases might develop “where the life income 
from the trusts is the only thing the grantor has left on which to live,” *°° 
Treasury opposition had made the compromise necessary. 

The objection raised by the Chairman of the Senate Finance Com- 
mittee puts its finger on the most serious flaw in the Church relief pro- 
vision. A grantor who is dependent upon his reserved life estate and 
who is married, can assign the income interest to his wife and, because 
of the split income provision * adopted in 1948, will be no worse off 
income-taxwise than prior to the assignment—as long as she lives. The 
situation will become less favorable when she dies, but that income tax 
consequence would have followed in any event and is not affected by the 
Church decision or the new legislation. Grantors who are in real difficulty 
are those bachelors and widowers who depend on the reserved life in- 
come, and there is nothing in the statute to implement the hope expressed 
by Senator George “that in such cases the grantor will be able to work 


202 See sec. 803, Revenue Act of 1932, amending sec. 302(c) of the Revenue Act of 
1926, as amended by the Joint Resolution of March 3, 1931. 

203 Reg. 105, Sec. 81.17 (as amended by T.D. 5741, Sept. 8, 1949). 

204 Technical Changes Act of 1949, Sec. 7(b). 

205 Jd. Sec. 8. 

20695 Conca. Rec. 14696 (Oct. 13, 1949). 

207 T.R.C. §12(d). 
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out a satisfactory arrangement with his heirs, donees, or assigns to 
mitigate this hardship.” 

The scope of the Senate amendment has also been narrowed in other 
respects. It is true that both the Senate and the Conference Church 
amendments apply to estates of decedents dying after February 10, 1939. 
3ut under the Conference amendment the bar of the statute of limitations 
or the operation of any rule of law, such as res judicata, is not removed 
in any case where a decedent retained a life estate or the right, during 
his life, to designate the recipients of the income. This meant that the 
relief provision was applicable only in cases where the tax or the deficiency 
was paid within the three-year period of limitations,** that is, after 
October 25, 1946, thus in some instances requiring the promptest sort 
of action in filing refund claims. 

At first glance, limiting relief to such a three-year period may seem 
unimportant, since prior to the Church decision an estate tax, so far as 
appears from the decisions, was never collected by reason solely of the 
existence of a reserved life estate in a pre-March 4, 1931 trust. However, 
the Treasury was very zealous in pursuing, and was much more successful 
in, cases where in addition to the reserved life estate there was also an 
express reversionary interest which might be so remote or contingent as 
to be almost worthless, or a possibility of reverter by operation of law. 
In such cases, due to the continued validity of the doctrine of May v. 
Heiner, the assertion of the tax was not based on the retained life estate °° 
but on the reversionary interest. Under the new section 811(c) (2), re- 
versionary interests arising by operation of law and express reversionary 
interests worth 5% or less of the value of the transferred property im- 
mediately before the death of the decedent, are to be disregarded for 
estate tax purposes. Furthermore, with respect to recovering the tax 
paid on account of such minims or operation of law reverters, the bar 
of the statute of limitations and that of res judicata are lifted under the 
amendment which Senator Lucas introduced for the protection of the 
Spiegel “guinea pigs’ *'® and which survived the Conference Committee 
without losing that particular remedial quality. However, this retroactive 
relief provision does not apply in cases where the decedent has retained 
a life estate.*"' The result is this anomalous situation: By reason of May 


208 T. R.C. §910. 

209 After the promulgation of T.D. 5512 on May 1, 1946, the reserved life estate would 
serve to meet the survivorship requirement. Prior to that date the Treasury until April, 
1944, was actively litigating cases on the theory that Hallock had overruled May v. Heiner. 
Supra p. 311. 

210 See discussion under BILL in SENATE, supra. 

211 Technical Changes Act of 1949, Sec. 7(c). 
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z'. Heiner no tax was asserted because of the retained life estate. Tax was 
asserted and collected by reason of a probably far-fetched possibility of 
reverter. But complete retroactive relief is barred by reason of the very 
interest on which the estate was not taxed, namely, the reserved life 
income. 

In addition to this little trap which, as explained, in certain instances 
required very prompt action in the filing of refund claims, the Act con- 
tains another. To be sure, a grantor is given the privilege of assigning 
his life estate tax-free at any time before January 1, 1951. If, however, 
in reliance on this period of grace he failed to act during 1949 and died 
on January 1, 1950, the transferred property was swept into his taxable 
gross estate. Thus, the only completely safe period in which to divest one- 
self of a retained life estate was that between October 26 and December 31, 
1949. 

It is understood that the Treasury initially was unwilling to extend the 
privilege of a tax-free release of life estates and that after it agreed to do 
so, the original Treasury draft of this part of the new law provided only 
for tax-free release during 1949 and 1950, without taking care of persons 
who might die during 1949 without, perhaps, having had a reasonable 
opportunity to divest themselves of their life estates. Both of these 
points, which were covered by the provisions as they came out of the 
Conference Committee, were, it is understood, concessions obtained from 
the Treasury by the Senate conferees. 


THE SPIEGEL AMENDMENT GOVERNING Past TRANSFERS 


The enigmatic language of the old section 811(c) providing for in- 
clusion in the gross estate of transfers intended to take effect at or after 
the decedent’s death, is carried forward unchanged into the general rule 
set forth in the new section 811(c)(1)(C). This is followed, however, 
by two long subsections which specifically define such transfers as will 
attract tax, thus creating a new statutory rule. 

Subsection 811(c)(2), which deals with transfers made before Oc- 
tober 8, 1949,** provides that transfers intended to take effect in posses- 
sion or enjoyment at or after death shall be includible only if the decedent 
retained an express reversionary interest worth, just before his death, 
more than 5% of the then value of the transferred property.”* A rever- 
sionary interest is defined as including a possibility that the transferred 


212 The date, it is understood, on which the conferees reached final agreement with 
the Treasury as to the wording of the new provisions. An earlier version of the Con- 
ference Committee compromise with respect to taxability of reversionary interests, which 
received some publicity, fixed October 3, 1949 as the dividing line. 

213 HH. R. Rep. No. 1412, 81st Cong., Ist Sess. 7 (1949). 
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interest may become subject to a power of disposition exercisable by the 
transferor; *** and the statute gives the Commissioner power, with the 
approval of the Secretary, to prescribe regulations governing the valuing 
of express reversionary interests “by usual methods of valuation, including 
the use of tables of mortality and actuarial principles.” ** The Con- 
ference Committee Report *** lays down the following general rules for 
the guidance of the Commissioner and of taxpayers: 

1. In determining whether the value of the reversionary interest ex- 
ceeds 5%, it is to be compared with the entire value of the transferred 
property, including interests which are not dependent upon survivorship 
of the decedent, such as a life estate outstanding in someone other than 
the grantor and not measured by the grantor’s life. 

2. The value is to be computed as of the moment immediately prior to 
the decedent’s death, even where his executor elects to have the gross 
estate valued as of the optional valuation date under section 811(j). 

3. The value of the decedent’s reversionary interest is to be ascertained 
as though he were, immediately before his death, making a gift of 
property and retaining the reversionary interest. 

4. The rule of Robinette v. Helvering, 318 U. S. 184, under which a 
reversionary interest not having an ascertainable value under recognized 
valuation principles is considered to have a value of zero, is to apply. 
Thus, if a reversionary interest consisting of a right enforceable in equity 
to compel a trustee to apply trust corpus for the support and maintenance 
of the grantor would be considered to havea value of zero for gift tax 
purposes were it being retained under a transfer by gift, it is to be 
similarly valued for the purpose of subsection 811(c) (2). 

Subsection 811(c)(2) further provides that a mere possibility of re- 
acquiring income, however, such as that enjoyed by the great trouble- 
starter, Mrs. Barney May,’ is not a “reversionary interest” that comes 


214 A similar definition appeared in the Spiegel amendment originally adopted by the 
Senate Finance Committee (supra note 168) and in section 202 of the Revenue Revision 
Bill of 1948. 

215 The new subsection 811(c)(2) provides that the value of a reversionary interest 
shall be determined by “usual” methods of valuation, whereas the amendment originally 
adopted by the Senate Finance Committee (supra note 168) provided that such determina- 
tion was to be made in accordance with tables of experience or probability or other 
“accepted” methods of actuarial valuation. The Conference Committee Report uses 
yet a third expression when it speaks of “recognized” valuation principles (H. R. Rep. 
No. 1412, 81st Cong., Ist Sess. 7 (1949) ). Can it be argued that use of the Com:nissioner’s 
mortality tables, often attacked in recent years as archaic, constitute a “usual” method— 
because employed by him and thousands of executors under the compulsion of the regula- 
tions, but not an “accepted” or “recognized” method in the sense that today it would not 
be “accepted” or “recognized” as a proper method by leaders in the actuarial profession? 

216 H. R. Rep. No. 1412, 8lst Cong., Ist Sess. 7 (1949). 

217 Tt will be recalled that May v. Heiner involved only a secondary life estate reserved 
by the decedent-settlor. 











seem to indicate the contrary.* 
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within its scope. Such a reversionary interest in income continues to be 
taxable, even though worth less than 5%, under the general rule govern- 
ing retention of a right to income for any period not ascertainable without 
reference to the decedent’s death.”* 

The new statute, by commanding a complete disregard of possibilities 
of reverter by operation of law, eliminates the severely criticized taxation 
of unintended retained interests and also does away with the dreadful 
necessity imposed by Spiegel of determining whether operation of state 
law results in a remainder to the estate of the last named beneficiary or 
in a reverter by resulting trust. 

So far, so good. But the statute seems to contain no answer to the 
critical question whether an expressly reserved “string or tie’ worth more 
than 5%, is all that is required to sweep the transferred property into the 
gross estate, even though the transfer is quite unaffected by the death of 
the settlor. The solution is found in the Conference Committee Report 
which blandly states,*® as though it were merely repeating some well- 
settled principle of law, that 


The existing rule that a transfer of a property interest is not intended to 
take effect in possession or enjoyment at or after the decedent’s death unless 
the beneficiaries must survive the decedent to obtain possession or enjoyment 
is not disturbed. 


Thus it seems apparent that the two-pronged test of the Hallock regu- 
lation **° is continued in force. From the examples given in the Con- 
ference Committee Report it is not clear, however, whether the value of an 
outstanding life estate continues to be deductible as under Examples (1) 
and (3) of the Hallock regulation for the purpose of determining the 
taxable quantum, as contrasted with the purpose of valuing an express 
reverter. The explanations of this part of the bill given to the Senate 
and House by the respective conferees in charge of the measure would 
*1 It is understood, nevertheless—and this 


218 Sec. 811(c)(1)(B). A right to income only if reserved in a pre-March 4, 1931 
transfer will not cause taxability if death occurs before January 1, 1950 (refund possible 
if tax paid and recovery not barred by statute of limitations, etc.) and is releasable tax- 
free up to January 1, 1951, but will cause estate tax if transfer was made after March 3, 
1931 and prior to October 8, 1949, even though such reversionary interest has a value of 
5% or less immediately before the death of the decedent. 

219 H. R. Rep. No. 1412, 81st Cong., Ist Sess. 8 (1949). 

220 Reg. 105, Sec. 81.17 (as amended by T.D. 5512, May 1, 1946). 

221 Senator George stated, “With respect to transfers before October 8, 1949, the 
entire value of the trust property is included in the gross estate if the decedent has 
retained expressly a possibility of reverter which has a value immediately before the 
decedent’s death of more than 5 percent of the value of the trust property.” 95 Conc. REc. 
14696-14697 (Oct. 13, 1949). Mr. Lynch informed the House, “If the express reverter 
is worth more than 5 percent of the value of the property, the entire property subject 
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is borne out by the Conference Committee Report 
purpose was not in any way to make more stringent the Hallock regula- 
tion, but only to liberalize it by withdrawing from its scope all reverters 
arising by operation of law, as well as expressly retained reversionary 
interests worth 5% or less. Hence, Treasury regulations incorporating 
the effect of section 811(c)(2) may be expected to continue to provide 
for deduction of a life estate outstanding in someone else at the time of 
the death of the decedent-settlor.*”* 

In view of the express purpose not to disturb the existing rule and to 
have the amendments apply only where possession and enjoyment of the 
transferred interest cannot be obtained except by beneficiaries who must 
survive the decedent,**’ the new Treasury regulations with respect to 
“old transfers” will also presumably continue the principle of Example 
(8) of the Hallock regulation. This is that where, even if there is a 
survivorship requirement but a beneficiary can also take during the 
grantor’s life by exercise of a general power of appointment, the transfer 
is not one under which, as a practical matter, possession or enjoyment 
of the transferred ipearent can be obtained only by beneficiaries who 
must survive the decedent.** Notwithstanding the fact that subsection 
811(c) (3) covering ‘future transfers” specifically provides that existence 
of such a general power in the hands of a third person shall take a transfer 
out of the category of taxable transfers intended to take effect at death, 





22 


*—that the legislative 


to such reverter is to be reported for estate-tax purposes.” (italics supplied) /d. at 14730 
(Oct. 13, 1949). . 

222 “With respect to the transfer before October 8, 1949, of an interest intended to take 
effect in possession or enjoyment at or after the decedent’s death, the Conference amend- 
ments retain the present rule that the entire value of the interest is included in the dece- 
dent's gross estate, but restricts the application of such rule to cases in which the decedent 
expressly retained a reversionary interest having a value immediately before the decedent’s 
death in excess of five percent of the value of the transferred property.” (italics supplied) 
H. R. Rep. No. 1412, 81st Cong., Ist Sess. 7 (1949). 

223 The basis for this exclusion is that the life tenant need not survive the decedent in 
order to obtain possession or enjoyment of the transferred interest. Reg. 105, Sec. 81.17, 
Example (1). It would be just as logical to apply this rule to secondary life estates 
or other interests requiring no survival of the decedent, but apparently the Treasury has 
not gone this far. 

224 H. R. Rep. No. 1412, 81st Cong., Ist Sess. 7 (1949). 

225 A weird result might be reached in the following case: Transfer in trust to accumu- 
iate income and at the settlor’s death the corpus to go to X, but during the settlor’s life Y 
has a general power which terminates on the settlor’s death. The current gift tax 
regulations provide (Reg. 108, Sec. 86.2(b)): 


“For the purpose of section 1000(c) a release of a power of appointment need not be 
express or formal in character. For example, the failure to exercise a power of appoint- 
ment within a specified time, resulting in the termination of the power of appointment, is 
taxable if the other conditions imposed by section 1000(c) are present.” 

It is conceivable that the Bureau might take the position that the termination of the power 
on the settlor’s death is equivalent to a gift from Y to X. 
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and subsection 811(c)(2) dealing with “old transfers’’ contains no such 
specific eliminating reference, no implication that a change was intended 
with respect to “old transfers” is to be drawn from this quirk of drafts- 
manship. The only reason for expressly mentioning the general power in 
the last sentence of subsection 811(c)(3) is to be found in the nature of 
the conditions which render a “future transfer” taxable.**° 

The 5% dividing line separating taxable and nontaxable express rever- 
sionary interests has been criticized by many lawyers as unwarranted 
and arbitrary. Such criticism does not seem to be justified if, as is under- 
stood to have been the case, this figure was selected by Treasury experts 
as one which would serve to tax transfers conditioned on surviving a 
“collateral’’ life, such as that of the grantor’s wife or one of his siblings, 
or a single life in the next generation, such as that of a son or a niece.*** 
The exclusion of more remote reversionary interests, even though they 
were expressly retained, would seem to meet Justice l'rankfurter’s criti- 
cism of imposing a tax on a reverter which would never materialize “‘ex- 
cept on a contingency . . . so remote as to be nonexistent in the practical 
affairs of life.” *** It is understood that when the Spiegel section of the 
Camp Bill was undergoing extensive alterations,*” the Treasury did not at 
any time oppose exempting reverters by operation of law, and that it was 
also willing to concede exemption of express reverters more remote than 
a single life, but was troubled by the question as to how to arrive at the 
proper formula. The 5% formula which achieves the desired differentia- 
tion in the vast majority-of cases was, it is said, finally accepted as a 
compromise solution. 

Certain incongruities are apparent when comparing the effect of the 
new legislation on pre-March 4, 1931 transfers with retained life estates 
and pre-October 8, 1949 transfers with retained reversionary interests. 
The life estate “does not count” if the settlor died before the end of 1949 
and may be given up tax-free before the end of 1950. No such favors 
are granted with respect to an express reversionary interest worth in 
excess of 5% the surrender of which, except to a charity, will attract gift 
tax and, even where to a charity, may cause all of the corpus to be de- 


226 Under subsection 811(c)(3) a “future transfer” is classified as intended to take 
effect at death (1) if there is a survivorship requirement or (2) if there is both such a 
requirement of surviving the deceden: or in the alternative of surviving some other event, 
whichever soonest occurs. It was necessary in the last sentence of subsection 811(c) (3) 
to make it clear that the expression “some other event” used in the immediately preceding 
subparagraph (B) of subsection (3) does not include the possible exercise of a general 
power of appointment. 

227 Jt is understood that there may be close cases, as where an elderly parent’s only 
child is very young. 

228 Dissenting opinion, 335 U.S. 632, 669 (1949). 


229 See discussion under Bint. iN SENATE, supra. 
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termined taxable under the contemplation of death part of the statute.*° 


On the other hand, the bars of the statute of limitations and of res judicata 
are lifted with respect to reverters by operation of law and expressly 
retained reverters of small percentage value, so that refunds of tax paid 
on account of the presence of such retained interests may be obtained 
(always provided the decedent had not also retained an income interest) 
merely by filing a claim before October 25, 1950. 

This difference in treatment is due to several practical factors. On the 
one hand, the Congressional displeasure at the overruling by the Court 
of May v. Heiner, which Congress had not seen fit to overrule with 
respect to pre-March 4, 1931 transfers, and the alleged reliance by grantors 
of such old trusts over a long period of years on the continued validity of 
that decision; on the other, the absence of some Senatorial friend as 
powerful as Majority Leader Lucas to obtain retroactive relief for the 
Church “guinea pigs,” *** coupled-with Treasury unwillingness to allow 
reopening of barred cases involving either of the newly exempted types 
of reverters when coupled with retained life estates. These are the very 
situations, it is understood, which would have involved the most substantial 
refunds. 

One further point related to the transfers covered by subsection 811 
(c)(2) should be mentioned before turning to the consideration of 
that part of the new law which covers “future” transfers. As stated, 
under section 811(c) (2) a transfer which has a survivorship requirement 
is not includible in the decedent’s gross estate if he retained only an 
express reverter of minimal value or one by operation of law. As to the 
tax collected on such (other than those involving a retained income 
interest as well), the bars of the statute of limitations and of res judicata 
are lifted and refunds may be obtained. It would seem that the same 
result should follow, a fortiori, where tax was collected by reason of one 


230 Supra note 9. 

231 When asked on the floor of the House why, in contrast with Spiegel, in the case 
of the Church decision no provision had been made to reopen those cases barred by res 
adjudicata or by the statute of limitations, Representative Lynch, spokesman for the 
House conferees stated: 

“The reason for that disparity in one case as compared to the other is that the ques- 
tion of reopening these cases coming under the Church decision was not contained in the 
original legislation as introduced in the other body and therefore it was not in conference.” 
He agreed with his questioner “so far as taking care of that situation is concerned, the 
conferee’s hands were really tied and they could not take action.” 95 Conc. Rec. 14731 
(Oct. 13, 1949). Since the original Senate amendment which went to the Conference 
Committee nullified the effect of the Church decision with respect to estates of decedents 
dying after February 10, 1939, this explanation appears disingenuous and the true reason 
for abstaining from making the conference amendments retroactive with respect to the 
Church case may more likely be found in the fear of a Treasury recommendation of a veto. 
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of the newly exempted types of reverters and the transfer contained no 
survivorship requirement. 

It is, however, somewhat doubtful whether the new law should be 
construed to include such non-survivorship situations.*** Section 7(c) of 
the Technical Changes Act of 1949 provides for removal of the bars of 
the statute of limitations and of res judicata in cases (other than those 
also involving retained income interests) where “refund or credit of any 
overpayment resulting from the application of subsections (a) and (b) 
is prevented . . . by the operation of any law or rule of law.” ** This 
means that if tax was paid by the estate of a decedent dying after Feb- 
ruary 10, 1939 by reason of a transfer made by him at any time which 
contained a survivorship requirement ** and a reverter of the newly 
exempted type, then as a result of the application of subsections (a) 
and (b) an overpayment was made. Nothing in these subsections applies 
to retained reversionary interest transfers not conditioned on survivor- 
ship. Application of the Hallock regulation promulgated May 1, 1946 ** 
gave relief in such non-survivorship situations if the deficiency was paid 
within the preceding three years.** If, as appears to be indicated in the 
Conference Committee Report,”*’ the first or survivorship requirement 
of the Hallock regulation was always contained in the statute, t.e., was 
always implicit in the words “intended to take effect in possession or 
enjoyment at or after his death,” then a claim that subsection 7(a) affords 
relief in a non-survivorship situation is untenable. 

The same considerations apply to interest which under subsection (b) 
is not to “be allowed or paid on any overpayment resulting from the 


232 The existence of such situations is not likely but possible, as where decedent died 
soon after February 10, 1939, the estate tax return was filed soon after the Hallock deci- 
sion (January 29, 1940) and a deficiency in estate tax was paid prior to May 1, 1943, 
i.e., more than three years earlier than the date on which the Hallock regulation was 
issued. 

288 The amendment offered by Senator Lucas to open the statute of limitations, etc. 
in Spiegel situations (supra note 183) provided for reopening of barred cases “notwith- 
standing any other provision of law or rule of law . .. , or judicial determination.” In 
section 7(c) of the Technical Changes Act of 1949 the words “judicial determination” 
have been eliminated. The Conference Committee Report, however, explains that the 
words “rule of law” include a judicial determination. H. R. Rep. No. 1412, 81st Cong., 
Ist Sess. 11 (1949). It is understood that this change was made in the interests of con- 
sistency since similar language appears in section 501(c) of the Revenue Act of 1942, 
accompanied by a similar explanation in Sen. Rep. No. 1681, 77th Cong., 2d Sess. 247 
(1942). 

284 This is the meaning of “intended to take effect in possession or enjoyment at or 
after the decedent’s death” as explained in the Conference Committee Report. H. R. Rep. 
No. 1412, 81st Cong., Ist Sess. 7-8 (1949). 

235 T.D. 5512. 

2367. R.C. §910. 

227 H. R. Rep. No. 1412, 81st Cong., Ist Sess. 7-8 (1949). 
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application of subsection (a) with respect to any payment made prior to” 
October 25, 1949, the effective date of the Act. Thus, if in spite of the 
first requirement of the Hallock regulation a deficiency was collected in a 
non-survivorship situation and claim for refund was filed within three 
years, even though such claim was filed after October 25, 1949, it is 
submitted that interest should be allowed because not specifically pre- 
cluded by the statute. It is understood, however, that there is some doubt 
in the Bureau as to the correctness of this view. Another case in which 
it is submitted that interest on a refund should be allowed, is where a 
donor who died before January 17, 1949 (the date of the Church decision) 
reserved a life estate, and a court as in Estate of Gilliat G. Schroeder ** 
has held that the remote possibility of reverter by operation of law relied 
on by the Commissioner was not such a reversionary interest as to render 
the transfer includible in the decedent’s gross estate. Since under T.D. 
5741 the Church decision is not. applicable to decedents dying prior 
thereto, the estate is entitled to a refund by virtue of the amendment to 
the regulations and need not rely at all on the Technical Changes Act. 
The real difficulty in deciding whether the new Act opens certain other- 
wise barred cases will, it is believed, arise in connection with those where 
tax was asserted under section 811(c) on more than one ground and 
where a settlement was made during audit of the estate tax return. Sup- 
pose the Bureau asserted tax under the Hallock regulation and also by 
reason of contemplation of death. Had the question been litigated and 
had the court held the transfer includible as made in contemplation of 
death, it would be clear that there had been no “overpayment”’ resulting 
from the application of the new amendments, and hence the statute of 
limitations should not be reopened. Suppose, however, that the Bureau 
asserted a deficiency on similar double grounds and the tax was paid 
without litigation. In such a case, if it was primarily a Hallock transfer 
and contemplation of death was just thrown in by the Bureau, the result 
ought to be allowance of a refund and the Bureau ought not to deny 
applicability of the new statute on the ground that payment of the 
deficiency was attributable to contemplation of death. Suppose, however, 
in the third place, that the deficiency was asserted on similar dual grounds, 
that tax was paid without litigation, but that the Bureau’s file is full of 
contemplation of death evidence, ought the Bureau in such a case to 
concede that the statute has been opened? Presumably the issue would 
have to be settled by litigation, the question in each such case being 





2386 TCM 568 (1947), rev'd on the authority of the Church case, 172 F.2d 864 
(C.C.A.2d 1949), remanded by the Supreme Court, by order dated Oct. 10, 1949, and 
amended for further consideration, in the light of T.D. 5471, 14 Fep. Rec. 5536, on Nov. 21, 
1949; the Technical Changes Act of 1949; and the Church and Spicgel cases. 




















1950] CONGRESS DEACTIVATES ANOTHER BOMBSHELL 355 


whether there has been an overpayment attributable to the new legislation. 

Another unsettled question is whether the Commissioner will seek to 
include under the broad general language of section 811(a) reversionary 
interests now excluded by section 811(c) (2). 


THE SPIEGEL AMENDMENT GOVERNING FUTURE TRANSFERS 


In the case of future transfers the 1931 and 1932 legislation over- 
ruling May v. Heiner, now appearing as subsection 811(c)(1)(B). 
remains applicable to transfers where a life estate or other income interest 
is reserved. New rules, however, are established by the Technical Changes 
Act of 1949 for other transfers taking effect at death. 

The Senate Finance Committee amendment dealing with transfers 
intended to take effect in possession or enjoyment at or after death had 
proposed in the case of all transfers that tax be limited to the actuarial 
value immediately before the decedent’s death of the reversionary interest 
in the property retained by the decedent. 

This approach, which, as stated, was drastically changed in conference 
with respect to “past” transfers, was even more drastically changed with 
respect to “future” transfers, i.¢c., those made after October 7, 1949, As 
to these the presence of a survivorship requirement is the only test and 
retention of a reversionary interest, no matter how express or how valu- 
able, ceases to have any importance. Thus Reinecke v. Northern Trust 
Co.**° has been interred with Senator George as the chief mourner, pro- 
claiming to the last that a. Reinecke type of trust is “entirely different 
from a will.” *** The Treasury’s adamant position before the Conference 

239 The regulations explaining section 811(a) and similar earlier provisions provided 
for many years, beginning with Article 12 of regulations 37: 


“The value of a vested remainder should be included in the gross estate. Nothing 
should be included, however, on account of a contingent remainder in the case the con- 
tingency does not happen in the lifetime of the decedent, and the interest consequently 
lapses at his death. Nor should anything be included on account of an interest for an 
estate limited for the life of the decedent. There should be included, however, the valuc 
of a reversionary interest retained by the decedent, which reverts upon the termination of 
a particular estate or in case of his prior death passes to others.” 

Although this language was omitted in section 81.13 of regulation 105 (issued in Feb. 
1942), it has been stated, with respect to the part thereof which deals with vested and 
contingent remainders, that “no shift in interpretation is discernible.’ Pau, FEDERAL 
Estate AND Girt TAXATION §4.09, 201 n. 1 (Supp. 1946). There is no reason to believe 
that the same is not likewise true with respect to the sentence dealing with reversionary 
interests. However, valuation of such an interest would be difficult in cases where 
survivorship of the decedent is not a factor, ¢c.g., transfer in trust with income to son 
and at his death corpus to his issue; if son, at time of decedent's death, had one child 
there would, except under the most unusual circumstances, always be a possibility of his 
having additional issue. 

240 278 U.S. 339 (1929). 

241 On the floor of the Senate he stated (95 Conc. Rec. 14697 (Oct. 13, 1949)): 


“I am not in sympathy with the Conference agreement in overruling the Reinecke case. 
It seems to me that an irrevocable trust set up by the grantor, in which he retains no 
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Committee that any compromise must include at least the prospective over- 
ruling of the Northern Trust Co.*** case was based, it is understood, on a 
conviction that the rule of that case permits transfers to escape tax which 
are almost as clearly substitutes for a testamentary disposition as transfers 
with retained life estates, namely, transfers where income is to be ac- 
cumulated during decedent’s life with distribution on his death of corpus 
and accumulated income. Indeed, one of the examples of the operation 
of the new rule given in the Conference Committee report squarely covers 
this situation.*** 

In addition to the simple survivorship test, the new provision as to 
“future” transfers also covers the situation where the acquisition of pos- 
session or enjoyment depends on either surviving the decedent’s death 
or some other event, whichever first occurs, and such other event did not 
in fact occur first. This test involving alternative contingencies was ob- 
viously added to close the loophole of circumventing the consequences 
flowing from a straight survivorship requirement. It stems from the old 
Hallock regulation where a similar effort was embodied in the following 





words: *** 


interest, should not be included in his gross estate merely because his death, instead of 
the death of some other person, fixes the time when the beneficiaries can come into 
possession and enjoyment of the property. Such a trust seems to me to be entirely 
different from a will. A will may be changed at any time during life while in the case 
of such a trust the rights of the beneficiaries are fixed at the time the inter vivos gift 
is made, without the settlor retaining any rights to change them.” 

In the course of summarizing the rewritten Spiegel section on the floor of the House, 
Representative Lynch, speaking for the House conferees, made the somewhat startling 
statement that “the principle of the Spiegel case is continued on a broader and sounder 
basis for the future.” The writer has difficulty in grasping the meaning of this assertion. 
Since the Spiegel case made much of the retention of even “a gossamer thread of posses- 
sion or enjoyment” (see Justice Frankfurter’s dissent, 335 U.S. 632, 668 (1949)), it is 
hard to see how its principle is retained by the new rule covering future transfers which, 
as Mr. Lynch correctly stated, operates “without regard to whether he (the grantor) 
has a reversionary interest.” 95 Conc. Rec. 14730 (Oct. 13, 1949). 

242 The Treasury’s position as presented to the Court on the reargument of the 
Church and Spiegel cases, after urging that both could be decided under the existing 
Hallock regulation, was (Brief for the Commissioner on Reargument, pp. 17-18) : 

“However, if the Court is inclined to examine the problem along more fundamental 
lines, we think that the transfers should be held taxable regardless of whether the 
decedents retained any interest. In both cases none of the beneficiaries could come into 
possession or enjoyment of the corpora of the trusts until at or after the death of the 
respective grantor. Indeed, even the rights (as distinguished from possession or enjoy- 
ment) of those beneficiaries in the property did not become indefeasibly vested until at 
or after the decedent’s death, for their rights were in fact contingent upon surviving the 
decedent. In every real sense, these transfers were intended to take effect in possession 


or enjoyment at or after the grantor’s death.” 

243 H. R. Rep. No. 1412, 81st Cong., Ist Sess. 9, Example (3) (1949). It is probable 
that the Treasury will take the position that the taxable quantum includes the accumu- 
lated income because enjoyment thereof cannot be obtained without surviving and, also, 
because the Bureau is particularly interested in scotching accumulation cases. The 
contrary result was recently reached in Estate of James E. Frizzell, 9 T.C. 979 (1947) ; 
that case, however, may be distinguishable because it involved contemplation of death. 

244 Reg. 105, Sec. 81.17 (as amended May 1, 1946 by T.D. 5512). 
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Where possession or enjoyment of the transferred interest can be obtained 
by beneficiaries either by surviving the decedent or through the occurrence 
of some other event or through the exercise of a power, subparagraph (1) 
[containing the survivorship requirement] shall not be considered as satisfied 
unless, from a consideration of the terms and circumstances of the transfer as 
a whole, the power or event is deemed to be unreal, in which case such event 
or power shall be disregarded. 


The new test, however, is much more satisfactory since its application 
does not depend at all on the reality or unreality of the “other event,” a 
determination which in many cases might involve the thankless task of 
seeking to ascertain what the decedent had in mind when he inserted the 
second contingency. 

Finally, the new section provides that it shall not apply to include a 
transferred interest in property in the decedent’s gross estate, if a bene- 
ficiary through the exercise of a taxable (i.e., in the usual case a general) 
power of appointment exercisable immediately prior to the decedent’s 
death could have obtained possession or enjoyment of the property. This 
rule continues that included in the Hallock regulation *° and definitely 
disposes of the contrary result reached in the Goldstone case.*** The 
result reached under the new rule is correct not only because it comple- 
ments the statutory pattern that tax is payable only where possession or 
enjoyment of the property can be obtained only by a beneficiary who 
survives the decedent, but also because a transfer subject to the exercise 
of such a power of appointment may be regarded as the equivalent of a 
transfer to the donee of the power followed by the creation of a revocable 
trust by the latter.*** 

It should be noted that the new rule departs from the Hallock regulation 
by providing for inclusion in the gross estate of only such particular 
interests in property as enable a beneficiary to obtain possession or enjoy- 
ment of the property only by surviving the decedent. This change is best 
shown by setting forth the language of the survivorship requirement as 
stated in the Hallock regulation and in the new law. 


245 Jd. Example (8). 

246 Supra note 54. 

247 Assume, however, that the general power of appointment permits invasion of corpus 
only to the extent of $50,000 per year and is non-cumulative. It is understood that 
under the Treasury’s interpretation of I.R.C. §1000(c), the failure to exercise a non- 
cumulative general power to invade the corpus of a trust creates a gift tax liability. The 
failure to exercise will also result in inclusion of the property subject to the non-cumula- 
tive power in the gross estate of the holder of the power under section 811(f) (1) (C) 
if the trust is measured by his life. But the same property may be includible in the 
gross estate of the grantor under section 811(c), since the general power of appointment, 
in the case of a non-cumulative power to invade, will not -be “exercisable immediately 


prior to” the grantor’s death. 
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Hallock Regulation. A transfer of an interest in property by the decedent 
during his life (other than a bona fide sale for an adequate and full considera- 
tion in money or money’s worth) is ‘intended to take effect in possession or 
enjoyment at or after his death,’ and hence the value of such property interest 
is includible in his gross estate, if 

(1) possession or enjoyment of the transferred interest can be obtained 

only by beneficiaries who must survive the decedent, . . . . 


Sec. 811(c)(3)(A). An interest in property transferred by the decedent 
after October 7, 1949, shall be included in his gross estate under paragraph 
(1)(C) of this subsection (whether or not the decedent retained any right 
or interest in the property transferred) if and only if— 


(A) possession or enjoyment of the property can, through ownership 
of such interest, be obtained only by surviving the decedent; ... . 


The differing results under these two provisions are illustrated by 
applying them to Example (4) in the Hallock regulation, which reads: 


Example (4). The decedent, during his life, transferred property in trust, 
providing for payment of the income to his son until the latter reached the 
age of 25, at which time the son would receive the corpus. If the son died 
before reaching 25, the corpus was to revert to the decedent if living ; and if 
not, it was to pass to his son’s heirs. No portion of the property is includible 
in the decedent’s gross estate. Although the property may revert to the dece- 
dent, his son can obtain possession or enjoyment of the remainder interest 
even though the decedent is living. Thus, the first requirement is not satisfied. 


It is true that the son’s interest is not subject to a survivorship re- 
quirement and would not be included in the decedent’s estate under 
either the first test of the Hallock regulation (quoted above) or section 
811(c)(3)(A), but it is submitted that the new language in section 
811(c)(3)(A) would result in inclusion of the value of the interest 
transferred to the son’s heirs (assuming that this phrase as used in the 
example means the son’s heirs at law). In order for the son’s heirs to 
take under the trust they must survive the decedent. The latter trans- 
ferred a small contingent interest to them, and, to paraphrase section 
811(c)(3)(A), possession or enjoyment of the property can, through 
ownership of this contingent interest, be obtained only by surviving the 
decedent. It is questionable whether the same result could be reached 
through application of the first requirement of the Hallock regulation. 
Example (4) states flatly that “no portion of the property is includible 
in the decedent’s gross estate.” It seems that the wording of the first 
requirement supports that conclusion, because the words “the transferred 
interest’’ in that requirement appear to mean the whole set of remainder 
interests which were transferred. This interpretation is supported by the 
fact that the first requirement is stated in terms of “possession or enjoy- 
ment of the transferred interest” rather than possession or enjoyment of 
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the property. More important, the use of the word “only” in the first 
requirement implies that there is such a thing as a “transferred interest” 
which might be obtained by one of two or more classes of beneficiaries, 
one of which might obtain the transferred interest without surviving the 
decedent. This is the case in Example (4), which states that “his son 
can obtain possession or enjoyment of the remainder interest even though 
the decedent is living.” In other words, Example (4) is the exact con- 
verse of the first requirement if it is assumed, as was apparently assumed 
in Example (4), that the words “transferred interest” refer to the whole 
remainder interest and not separately to each of the interests in the re- 
mainder which were transferred by the decedent. 

Of course the interest of the son’s heirs in Example (4) would be 
quite small, but it is possible to construct an example in which the same 
type of interest would be substantial, ¢e.g., if the decedent transferred 
property in trust to pay the income to his wife until she reached the age 
of 80, at which time she would receive the corpus, provided, however, 
that if she died before reaching 80, the corpus would revert to the 
decedent if living, and if not, it would pass to X. 

It is understood that the change in the language of the first require- 
ment in writing the new statutory rule for future transfers was not so 
much due to fear of the development of peculiar types of transfers like 
the one outlined above, however, as to a desire to write language which 
would provide a clear concept for the courts to apply in valuation cases. 
That is, it was important fo be as clear as possible on the point that only 
the value of that interest should be included in the gross estate which 
could ripen into possession or enjoyment only after the decedent’s death.*** 

It has been suggested *” that the word “can” in the statement in 
section 811(c) (3) that possession or enjoyment can be obtained only by 
surviving the decedent, might be interpreted to encompass the situation 
presented in Shukert v. Allen,**° where an elderly man created a trust 
for a term of years far beyond his own life expectancy. It is believed. 
however, that the proper construction calls for an express rather than an 


248 No such specific language was written into section 811(c)(2) covering “past trans- 
fers.” In fact, not even the language of the first requirement of the Hallock regulation 
was written into this provision although, as stated, the principal purpose of the con- 
ferees and the Treasury was to leave in effect the Hallock regulation modified only 
regarding the type of reversionary interest which was to be taxed. Thus, it appears that 
the way is left open for the Treasury by regulations to apply the new test incorporated in 
section 811(c)(A) also to past transfers. 

249 Durbin, Present Status of the Church and Spiegel Problems, 27 Taxes 1126 (1949), 
where it is recognized that “this same question existed under the survivorship require- 
ment in the Regulations.” 

250 273 U.S. 545 (1927). 
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implied requirement of survivorship and that consequently the authority 
of Shukert v. Allen remains unimpaired.*” 

There remain the questions, asked by the Court but unanswered in the 
Church and Spiegel opinions, whether retention of management and 
administrative powers might cause the shift in possession or enjoyment 
of property to be held in suspense until the grantor’s death and whether 
the Clifford rule is applicable to living trusts for estate tax purposes. In 
view of the sharply delimited types of retained interests which under the 
new law attract tax in the case of “past’’ transfers, and of the fact that 
as to “future” transfers the retention of interest test is wholly eliminated. 
it is clear that section 811(c) can no longer be stretched by tortured in- 
terpretation to reopen a question settled by Reinecke but raised anew in an 
oblique way by Clifford. It has been suggested that “ownership” of the 
Clifford type might suffice to attract tax under section 811(a).*? But 
this seems unlikely, for if such ownership was not broad enough to be 
arguable successfully under section 811(c) prior to its amendment by the 
Technical Changes Act of 1949, then it is presumably too slim to qualify 
as an interest in property under section 811(a). 


CoNCLUSION 


The story of transfers intended to take effect in possession or enjoy- 
ment at or after death is a checkered one. Both extremes—the unrealistic 
interpretation concerning reserved life estates and that relating to an 
unintentionally “retained” possibility of réverter by operation of law— 
resulted from Supreme Court decisions which were subject to immediate 
adverse criticism. It is, indeed, one of our great blessings that our system 
of government in such cases has provided for another arm, Congress, 
which can promptly correct doctrinaire interpretations of a statute— 
whether the doctrine has its roots in Tory or Liberal soil—which go far 
beyond a common sense understanding of its language. In short, both in 
1931 and in 1949, Congress served as an invaluable brake on the Court. 


251 For the suggestion that the repudiation of May v. Heiner in the Church case 
opened the way for adoption of a rule which would nullify Shukert v. Allen, see Note, 
49 Cox. L. Rev. 533, 548-549 (1949). 

252 In the Commissioner’s Brief on Reargument, p. 53 n. 24, it was stated: 


“Indeed, it is even arguable that a trust covered by the Clifford doctrine should be 
included in the gross estate under Section 811(a), which in a sense corresponds to the 
general provisions in Section 22(a) defining gross income. Section 81l(a) is the 
basic provision requiring the inclusion in the gross estate of all property owned by the 
decedent at his death. And where the settlor remains in substance the owner of the 
trust property for purposes of Section 22(a) under the Clifford case, it is highly persua- 
sive that it should be included in his gross estate under Section 811(a), unless there is a 
goats statute providing otherwise. See Helvering v. Safe Deposit Co., 316 U.S. 56, 

9.” 























An Analysis Of The Income Aspects Of 
Patents, Copyrights, And Their Analogues 


BENJAMIN FINCKE 


‘has article deals with (1) the various types of income which may 
result from a transaction involving a patent,’ a copyright, or similar 
property ; (2) the possibilities of excluding certain receipts from ordinary 
income; and (3) the person to whom the income is taxable. Is there a 
sale or a license? Do the realized proceeds constitute payment for a sale 
which may be taxable as capital gain rather than royalties taxable as 
ordinary income? Are the items disposed of capital or non-capital assets, 
and under what circumstances do the limitations or benefits of section 117 
apply? What is the effect of a lump-sum payment in lieu of royalties? In 
any endeavor to spread the income, is the assignment one of anticipatory 
income or of property rights? These are some of the more impo. -ant 
inquiries considered in the following discussion. 

In these times of high taxes there is a natural desire on the part of 
high-bracket earners, with varying success, to search for capital gains 
dollars. These dollars appear so desirable in the field of copyrights, 
patents, tradenames and trademarks, secret formulas and the like that 
they have, as in other spheres, initiated departures from former tried and 
accepted practices in the literary, motion picture, theatrical, radio, tele- 
vision and kindred markets and, in many cases, instituted new methods 
of effecting transactions.’ 


I. Types or INCOME 
A. Capital Gains and Losses 


1. Copyrights. In an early ruling relating to copyright assignments the 
Bureau proclaimed that the motion picture rights of a play sold in 1924 
were capital assets.* Later, embracing the “bundle of rights” theory, 1.e., 


BENJAMIN FINCKE is a member of the New York Bar, associated as Tax Counsel with 
Paramount Pictures Corporation, and is a member of the Legislative Drafting Committee 
of the Section of Taxation of the American Bar Association. 

1“A banker once defined an invention as something which ruined his investments.” 
Frank, A Plea for Lawyer-Schools, 56 Yate L. J. 1303, 1337 (1947). 

2 See Mintz, Entertainers And The Capital Gains Tax, 4 Tax L. Rev. 275 (1949). 

3].T. 2169, IV-1 Cum. Butt. 13 (1925). This ruling stemmed from Sec. 208(a) (8), 
Revenue Act of 1924 which, apropos of the point involved, was materially the same as 
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the unity or indivisibility of the copyright, it charted a new course, main- 
taining that a transferor of literary or motion picture rights who had not 
transferred the property in its entirety but only a particular right had 
granted a mere license and hence, the payments received therefor were 
rentals or royalties and taxable as ordinary income.* 

In the Goldsmith ° case the Tax Court held that a perpetual assignment 
of the exclusive world-wide motion picture rights in a copyrighted play 
was not a sale but a license of partial rights and alternatively, that if there 
was a Sale it was not a sale of a capital asset as defined in section 117 of 
the Revenue Act of 1938 and the payments made to the taxpayer therefor 
were taxable as ordinary income. It based this result on the ground that 
section 117 excluded from “capital assets’’ property used in the trade or 
business of the taxpayer of a character which is subject to the allowance 
for depreciation provided in section 23(1). On appeal to the Second 
Circuit ° the Court, while affirming the decision of the Tax Court and 
concurring in the result, was not unanimous. Judge Chase held that 
there was no sale of the copyright since title remained in the assignor 
and therefore no asset, capital or otherwise, was sold; that only an ex- 
clusive license was obtained by virtue of the assignment, and the amounts 
paid for those rights were royalties properly taxable as ordinary income. 
Judge Learned Hand‘ was of the opinion that the copyright or literary 
property was property held by the taxpayer primarily for sale to customers 
in the ordinary course of his trade or business ; that it was property within 
the meaning of section 117(a) (1) ; that its grant was a sale, and that the 
licensee was a customer in the ordinary course of business since Gold- 
smith was a professional author. “It does not,” Judge Hand stated, 
“unduly strain the meaning of ‘sale’ to make it include an exclusive 


9” R 





These questions—whether a limited or partial grant is a sale or a 
license and whether the consideration paid therefor constitutes the pro- 


LR.C. §117(a) (1). Sce also O.D. 988, 5 Cum. But. 117 (1921), revoked by 1.T. 2735, 
XII-2 Cum. Butt. 131 (1933) ; I.T. 2736, XII-2 Cum. Buty. 190 (1933) ; and I.T. 1231, 
I-1 Cum. Butt. 206 (1922), modified by I.T. 2735 supra; and I.T. 2737, XII-2 Cum. 
Butt. 199 (1933). 

41.T. 2735, XII-2 Cum. Butt. 131, 135 (1933). The ruling considered the application 
of the Revenue Acts of 1921, 1924, 1926, and 1928 to a non-resident alien author who had 
granted world-wide motion picture rights in certain of his works to au. American motion 
picture company in consideration of stipulated instalment payments. This seems to have 
been the dubious inspiration for the Sabatini case, infra note 9. See notes 40, 41, and 
42 infra. 

5 Clifford H. Goldsmith, 1 T.C. 711 (1943). 

6 Goldsmith v. Comm’r, 143 F.2d 466 (C.C.A.2d 1944), cert. denied, 323 U.S. 744 (1944). 

* Concurring in the result for other reasons; joined by Judge Swan. 

8 143 F.2d 466, 468 (C.C.A.2d 1944). : 
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ceeds of a sale or royalties, or is in the nature of, or advance, royalties 
(a species of fixed or determinable annual or periodical gaiiis, profits, 
and income under sections 143(b) and 211(a) (1) (A) )—have been con- 
sidered directly or obliquely in a series of cases concerning non-resident 
alien individuals.° 

The first of these decisions *® involved income received under contracts 
covering motion picture and other rights. Sabatini, a subject of Great 
Britain residing in England, granted the exclusive world-wide right to 
produce motion pictures based on certain of his works for a limited 
period and received a lump-sum payment therefor. The contract was 
made in England and the Board of Tax Appeals * treated it as a sale of 
property there and considered the income derived from the sale as non- 
taxable. The Second Circuit, however, held: (1) it was not a sale (there 
was no transfer of title necessary to a completed sale) but a grant of a 
right for a limited period; (2) Sabatini remained the owner and merely 
licensed the use of his works for a particular object for a period; (3) 
the receipt of a lump sum instead of a series of payments did not alter 
the real character of what he received; and (4) it was taxable, in so far 
as it was in payment for use in the United States, as a royalty paid in 
advance and received for the granting of the privilege of using the 
literary property.’* Thus, we find the Court invoking the advance royalty 
concept as applied to a lump-sum payment which, presumably, is not fixed 
by the usual norms or methods of measuring royalty payments.’** A few 
years later, the sale of world-wide motion picture rights of a novel, 
though not for a limited period, was held to be merely the license to use 
the work for a limited purpose; ** and in connection with the grant of 
the exclusive world-wide rights to the use of certain material for motion 
pictures, radio, and television in consideration of a lump sum payable in 


instalments, it was later held *° that such periodic payments were actually 


9 Sabatini v. Comm’r, 98 F.2d 753 (C.C.A.2d 1938), modifying 32 B.T.A. 705 (1935) ; 
Estate of Alexander Marton, 47 B.T.A. 184 (1942); Rohmer v. Comm’r, 5 T.C. 183 
(1945), aff’d, 153 F.2d 61 (C.C.A.2d 1946), cert. denied, 328 U.S. 862 (1946) ; Ehrlich v. 
Higgins, 52 F. Supp. 805 (S.D.N.Y. 1943); Comm’r v. Wodehouse, 337 U.S. 369 
(1949), reversing 166 F.2d 986 (C.C.A.4th 1948), reversing 8 T.C. 637 (1947), rehearing 
denied, Oct. 10, 1949. The Fourth Circuit opinion was directly contra to the Rohmer 
case, thus permitting the Commissioner’s petition for writ of certiorari. 

10 Sabatini v. Comm’r, supra note 9. This case related to the pre-1936 statute. 

11 32 B.T.A. 705 (1935), supra note 9. 

12 Sec. 119(a) (4), Revenue. Act of 1928. In reversing the Board the Circuit Court 
stated: “While there seems to be no direct authority for this view of the meaning of the 
statute, we believe it correct in principle, and the order of the Board in this respect is 
reversed.” Supra note 9, at 755. 

13 See Judge Frank’s opinion in the Rohmer case, supra note 9 and also infra note 28. 

14 Estate of Alexander Marton, supra note 9. 

15 Ehrlich vy. Higgins, supra note 9. 
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royalties ** paid in advance for the use of the material in the limited 
manner specified in the contract. 

The Rohmer *" case added confusion to the subject. The petitioners, 
non-resident aliens,** sold to an American publishing company the ex- 
clusive and perpetual American and Canadian serial rights in their manu- 
script for a lump-sum payment. The Tax Court did not agree with peti- 
tioners’ position that the income was derived from the sale of personal 
property and hence not taxable, or alternatively, that if it was not derived 
from a sale, then the lump-sum payment did not fall within the category 
of annual or periodical gains, profits, and income.*® The Court viewed 
the transaction on the authority of Sabatini, Ehrlich, Marton * and 
Berlin,” not as an outright sale (there being no transfer of title), but 
as a license, the income thus being in the nature of a royalty. The peti- 
tioners invoked the concurring opinion in the Goldsmith ** case, and the 
cases of General Aniline and Film Corporation v. Commissioner * and 
Commissioner v. Celanese Corporation of America.** The Court, how- 
ever, distinguished these cases and indicated that in the latter two situa- 
tions the vendors had parted with all or virtually all of their rights in 
certain patents, so that the transactions amounted to completed sales, and 
hence the payments received were part of the purchase price. Here, how- 
ever, in Rohmer, petitioners parted only with the right to use their story 
in serial form in a limited territory, and the Court felt constrained by 
Sabatini and Marton, where the question had been directly decided. It 
also rejected petitioners’ lump-sum theory and held the payment in ques- 
tion to be a royalty taxable under section 211(a). The Circuit Court 
unanimously affirmed ** on the theory that when the transfer is of less 
than the entire bundle of rights, then payment therefor, whether in a 
lump sum or several sums, constitutes royalties, since the transfer is but 
a license.” The gravamen of the case, in Judge Frank’s opinion, was 





167. R.C. §119(a) (4). 

17 Rohmer v. Comm’r, supra note 9. 

18 Not engaged in trade or business and not having an office or place of business in the 
United States. 

197. R.C. §211(a) (1) (A). 

20 Supra note 9. 

21 bid. 

22 [bid. 

23 Irving Berlin, 42 B.T.A. 668 (1940) ; see text infra note 95. 

24 Supra note 6. 

25 139 F.2d 759 (C.C.A.2d 1944). 

26140 F.2d 339 (App. D. C. 1944). 

27 Rohmer vy. Comm’r, 153 F.2d 61, supra note 9. The opinion, concurred in by Chase 
and Swan, J. J., was indited by Judge Frank, who also wrote the opinion in the General 
Aniline case, supra note 25. 

28 The Court also stated (at p. 63): “Payment for the grant of such a license is 
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that the transfer was not of the authors’ entire bundle of rights ; whether 
it was for a limited or unlimited time was a “distinction without a dif- 
ference.” In commenting on the General Aniline case, Judge Frank stated 
that there the transfer was such that the transferee probably acquired title 
to the patents; at any rate, the Court considered that virtually all the 
patentee’s rights passed to the transferee so that there was a sale and that 
it was that fact, and not the fact that (as to one of the contracts) a lump- 
sum payment was made, which led to the Court’s conclusion that a sale 
had occurred. 

The climax was reached in the Supreme Court’s majority opinion in the 


measured by reference to the future use or expected use of the license by the licensee, 


and is often payable in installments; but it is no less a royalty paid for such use when 
disbursed in a single amount.” One wonders how the lump-sum payment can be susceptible 
of such measurement, particularly in view of Judge Frank’s analogy to interest paid for 
several years in one sum or rent paid in advance. Rent and interest are readily calculable, 
but a more difficult feat is called for in order to project a lump sum into future royalties 
when the equation’s factors are missing, e.g., when there is no fixed rate or amount, no 
established or stable market price for a literary work; when no publisher can foretell 
the revenues derivable from the publication; when the work may not be transmuted into 
a motion picture, or may be “shelved” or undistributed, and, even if released, the pur- 
chaser, at the time of purchase, can have no knowledge of the picture’s receipts; and 
when no percentage of such receipts has been fixed. 

Nonetheless, in Molnar v. Comm’r, 156 F.2d 924 (C.C.A.2d 1946), though no motion 
picture was ever produced, the lump-sum payment was held taxable. Cf. Judge Frank’s 
statement in the Rohmer case, supra note 9, at 64 n. 16, anent the General Aniline case, 
supra note 25, as follows: “We think that our decision that the down payments were not 
royalties . . . would have been unquestionably correct had it plainly appeared that they 
bore no relation to expected future profits from the patents’ use.” (emphasis supplied) 
The General Aniline case involved I.R.C. §§119, 143, and 144. In this opinion Judge 
Frank stated: “Under one of the contracts a lump sum payment was made for the 
assignment. Such a payment is clearly not covered by the statute. The same would be 
true as to the other four contracts if the consideration had been payable in instalments, 
none of which was contingent upon future profits. Under each of those four contracts a 
down payment was made... ; as those payments are not contingent upon future profits 
they are outside the statute.” In the Rohmer case, supra note 9, at 64 n. 16, he stated: 
“  .. it is well to warn the bar that our decision that the down payments under those 
contracts were not within the statute [I.R.C. §143(b)] should not be deemed as unshak- 
able precedent.” 

As to the issue of the allocation of income between sources within and without the 
United States, the Tax Court in the Rohmer case (5 T.C. 183 (1945) ) had held the full 
amount to be income from United States sources since there was no basis to permit 
it to make an allocation. A similar holding by that Court in Molnar, supra, was affirmed 
by the Second Circuit Court, which also affirmed Rohmer. See also Wodehouse v. 
Comm’r, — F.2d — (C.C.A.2d 1949), approving, on this allocation point, the Tax Court's 
ruling in 8 T.C. 637 (1947), on the authority of Rohmer and Molnar. Contra: Wode- 
house v. Comm’r, — F.2d — (C.C.A.4th 1949), holding that part of total price paid was 
for Canadian rights which had some value, and taxpayer was entitled to a deduction of 
the part to be fixed in the light of circulation figures, informed testimony of Wodehouse’s 
literary agent, and the economic common sense of the entire situation, and remanding the 
case to the Tax Court for determination of the deduction. 
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Wodehouse ® case. That opinion’s shortcomings are lucidly and implacably 
exposed by the search-light of Justice Frankfurter’s dissent.*® On the issue 
of the taxability of lump-sum payments received in 1938 and 1941 for ex- 
clusive serial rights to literary works, the facts were: Wodehouse, a British 
subject residing in France, had sold several stories to the Saturday 
Evening Post. Its memorandum of acceptance provided that it would 
copyright the stories, but that after publication it would reassign to the 
author all rights, except American serial rights. Wodehouse’s counsel, 
who had also been taxpayers’ counsel in the Rohmer case, conceded in the 
Tax Court that substantially the same issue had been raised and decided 
in that case, which held such payments to be taxable to the recipient. 
Following the Rohmer holding, the Tax Court rejected petitioner’s con- 
tentions. On appeal to the Fourth Circuit, that Court in a well reasoned 
opinion ** reversed the Tax Court and definitely disagreed with the 
Rohmer decision. The Fourth Circuit, giving effect to the commercial 
realities and usual business practices implicit in these transactions, held 
the grant of the separate rights to be a sale; and on the periodicity ques- 
tion, where it was on even firmer ground, it concluded that even if it 
were not a sale but a license and the payment deemed to be a royalty, a 
lump-sum payment of a royalty is not taxable since such a payment does 
not come within the positive terms of section 211(a) (1) (A), i.e., “annual 
or periodical” income. The Court could not escape from the truism that 
a lump-sum payment for a right or privilege can hardly be said to be 
annual or periodical. Commenting upon the theory that a copyright is a 
unit of indivisible property, the Fourth Circuit observed that “the courts 
[in the earlier cases] were concerned with procedural matters and did 
not undertake to controvert the undeniable fact that serial rights, book 
rights, dramatic production rights and motion picture rights of a literary 
production are property rights which may be and are separately and 
effectively bought and sold in the literary market.” ** Since Congress had 
declared that the gains of non-resident aliens from the sales of property 











29 Comm’r v. Wodehouse, 337 U.S. 369 (1949), see note 9 supra. Wodehouse’s tax 
returns for the years involved were filed with different collectors, which made it possible 
for appeals to be taken to the Second, Fourth, and Ninth Circuits. The issues of peri- 
odicity and allocations were, it is understood, involved in appeals to the Second and 
Fourth Circuits, and the decision of the Fourth Circuit afforded the required conflict 
for the appeal by the taxpayer. In view of that Court’s opinion, the Government filed 
the petition for writ of certiorari. The Ninth Circuit appeal involved a minor point. 

30 Joined in by Justices Murphy and Jackson. 

31 Judge Dobie dissented on the authority and reasoning of Rohmer, supra note 9. 

32 166 F.2d 986, 989 (C.C.A.4th 1948). Also at the same page: “The authorities cited 
in Rohmer v. Commissioner, supra, on the indivisibility of the copyright do not show that 
there is anything inherent in the nature of a copyright which renders impossible the 
separate sales of the several parts which comprise the whole.” 
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should not be subject to taxation, the Court concluded that “the will of 
Congress is frustrated when that which is generally recognized in the 
commercial exploitation of literary works as a sale is subjected to the 
incidence of the tax under a different name.” * It could not suppose 
further that “Congress intended to exempt the proceeds of a single sale 
of all the rights . . . , but to tax the proceeds of separate sales of parts 
of the whole.”’; and it disagreed sharply with the Second Circuit’s con- 
struction of the phrase “fixed or determinable annual or periodical gains” 
as ignoring the plain meaning of the term and, in effect, amending the 
Act.** It is clear that the Court did not subscribe to the indivisibility 
theory as the indispensable condition for fixing the tax consequences.” 
The majority of the Supreme Court reasoned, in effect, that Wode- 
house’s receipts would have been taxed if they had been received by him 
under the 1934 Revenue Act, and that no exemption of income such as 
here involved was, according to the legislative history of the 1936 and 
subsequent Revenue Acts, intended to be effected by such acts. The 
Commissioner had contended that receipts of the type in question long 
had been recognized as rentals or royalties for the use of or privilege of 
using in the United States copyrights and the like and that, since before 
1936 they had been expressly subject to withholding, they continued to be 
taxable and subject to withholding in 1938 and 1941. The Commis- 
sioner’s reply to taxpayer’s position was, surprisingly,** that fine questions 
of title or of sales or copyright law relating to the divisibility of a copy- 
right or to the sale of some interest in a copyright, were not involved 
here but that the issue was purely one of statutory interpretation. The 
Court concluded that its review of the statutes, regulations, administrative 
practices, and court decisions disclosed a policy from the early days of our 
income tax levies of making such receipts, t.c., copyright rentals and 
royalties, an appropriate and readily collectible subject of taxation and 
that to exempt such income in 1938 and 1941 “in the face of this long 
record of its taxation, would require a clearness and positiveness of 
legislative determination to change the established procedure that is 


entirely absent here.” 


33 Td, at 990. 
34 Td. at 992. 
35 For an excellent discussion of this subject as relates to copyrights, sce Fulda, Copy- 
right Assignments and the Capital Gains Tax, 58 YALE L. J. 245 et seq. (1949). 

The patent cases will be discussed infra. Cf. Rainier Brewing Company v. Comm’r and 
Seattle Brewing and Malting Co. vy. Comm’r, infra notes 59 ct seq. 

36 In view of the Bureau's interpretations of copyright law. See notes 3 and 4 supra and 
Justice Frankfurter’s strictures on this score, infra notes 40 et seq. The majority opinion 
cites I.T. 2735, and Sabatini, supra note 9, as sustaining ifs conclusions! 
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A glance at its discussion of the Stockholms * case and of the Congres- 
sional Committee Reports suffices to disclose how flimsy the logic of 
the decision was. The basic, actuating refrain is the paramountcy of the 
public revenues; the general objective is to put money into the federal 
treasury. The steps taken by Congress “sought to increase or at least to 
maintain the existing volume of revenue,” states the Court. Further, 
there was no suggestion “that lump sum advance payments of rentals or 
royalties should be exempted from the taxation while at the same time 
smaller repeated payments of rentals or royalties would be taxed and 
collected at the source of the income. To have exempted these nonresident 
aliens from these readily collectible taxes derived from sources within 
the United States would have discriminated in their favor against resident 
citizens of the United States who would be required to pay their regular 
income tax on such income, if treated as royalties . . . , or at least to 
pay a tax upon them as capital gains. . . . No such purpose to discrimi- 
nate can be implied.” 

On the matter of periodicity, the majority held that the receipt of the 
lump sums “as payments in full, in advance, for the same rights to be 
enjoyed throughout the entire life of the respective copyrights cannot, 
solely by reason of the consolidation of the payment into one sum, render 
it tax exempt.” In other words: “One advance payment to cover the entire 
28-year period of a copyright comes within the reason and reach of the 
Revenue Acts as well as, or even better than, two or more partial payments 
of the same sum.” The presence of the words “annual” and “periodical” 
was considered as merely generally descriptive of the character of the 
income.** 

The minority opinion merits special regard especially in its condem- 
nation of the theory that a copyright is indivisible: *° 

(1) The Court reversed the Fourth Circuit without facing the question 
which the Treasury, the Tax Court, and both the Second and Fourth 
Circuits deemed controlling, but instead was guided “by the urgent need 
for revenue.” The Court disregarded the precise language of the legisla- 
tion “on the basis of fiscal considerations which Congress, by what it 
enacted, chose not to write into the law.” 

37 Helvering v. Stockholms Enskilda Bank, 293 U.S. 84 (1934). 

38 The majority opinion completely eschews any discussion of the indivisibility of 
copyright concept. See Justice Frankfurter’s views, infra notes 39 et seq., concerning the 
erroneous conception that copyrights are indivisible and are not susceptible of partial 
sale. The majority opinion appears to have left room for some argument on the propo- 
sition, in which resident authors were concerned, whether a sale could be had of separate 
rights under a copyright so as to give rise to the possibility of a capital gain (assuming, 
of course, that the applicable exclusions of I.R.C. §117(a) (1) do not apply). 

388 The minority was of the opinion that the majority, sub silentio, rejected the notion 


of indivisibility (thus agreeing with the minority) “while clinging to a conclusion hitherto 
entirely derived from it.” 
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(2) The majority’s reliance on “long prior practice’ was illusory and 
founded on no more than “a single pronouncement by the Treasury, 
constituting not the formulation of a fiscal policy but expressing a meta- 
physical view of copyright law not adopted by this Court, . . . .”’*° Twelve 
years after O.D. 988," as a plain matter of copyright law and not by 
way of interpretation of tax law or formulation of fiscal policy, the 
Bureau decided that such a transaction had to be treated as a license, 
periodically producing income. “Deference no doubt is due to an ad- 
ministrative body’s interpretation of law dealing with its specialty. . . . 
But the Bureau’s expertness does not extend to Copyright Law. .. . 
Under these circumstances the Bureau’s determination has little weight, 
and certainly does not bar this Court from properly construing the Copy- 
right Law, . . . . As one swallow does not make a summer, this one 
ruling hardly establishes a practice, and certainly does not disclose a 
consistency which deserves to be called ‘long.’ ” * 

(3) Drawing on section 119(a)(4) to support the tax is irrelevant 
since that section merely relates to the United States localization of the 
proceeds and is not a tax-imposing provision, such function being served 
by other sections of the Code. 

(4) For the proceeds to be taxable, they must be not only from sources 
within the United States, as provided in section 119(a), but also of the 
nature delineated in section 211(a)(1)(A). “Only by not observing the 
requirement that the proceeds must not only be from a source in the 
United States but also ‘annual or periodical’ to be subject either to 
withholding under §143(b), or to taxation under §211(a)(1)(A), can 
it be said that proceeds which prior to 1936 were held to be under $119 
(a) (4) are ipso facto within §211(a)(1)(A) after 1936 regardless of 
the nature of the revenue.” 

(5) Inquiry properly addressed to whether such proceeds were with- 
held under section 143(b) before 1936 discloses that the Treasury, before 
1936, did not regard them as subject to withholding under said section. 
“. . . in the analogous situation of lump-sum payments for the absolute 
transfer of some but not all of the exclusive rights conferred by the 
patent law, courts have held such proceeds not subject to withholding 
under §143(b).” * 


40 Supra note 4. 

4t Supra note 3. 

42 The minority balanced this one Bureau decision “such as it is” against the explicitly 
contrary holding of the Board of Tax Appeals—“‘a more authoritative decision’—in 
Rafael Sabatini, 32 B.T.A. 705 (1935), modified, 98 F.2d 753 (C.C.A.2d 1938), to the 
effect that the lump-sum payments received for exclusive world motion picture rights 
were not within I.R.C. §119(a) (4). 

48 Citing the General Aniline and Celanese cases, supra notes 25, 26, and 28. 
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(6) The qualification of fixed or determinable annual or periodical 
gains, profits, and income is not met by a lump-sum payment for an 
exclusive property right transferred by the taxpayer. Unless the copy- 
right law precludes it, such a transaction is the common sale of personal 
property which, the legislative history leaves no doubt, is not subject to 
the tax. 

(7) When the doctrine of the indivisibility of a copyright, on which 
the Sabatini and Rohmer decisions were predicated, is discarded the 
proceeds are not included. Moreover, the Second Circuit in the General 
Aniline case (under section 143(b), with which section 211(a)(1)(A) 
was made co-terminous) “reached a result contrary to its copyright cases 
when dealing with the proceeds from the transfer of some but not all of 
the rights conferred by the patent statute. . . . despite the fact that the 
term ‘royalties’ includes proceeds from the use of patents . . . and that 

. the theory of the indivisibility of a copyright had its genesis in a 
doctrine first applied in the patent field.” ** 

(8) The question determinative of this controversy is: may serial 
rights under a copyright be sold in law as they constantly are sold in the 
literary marts? The answer is that Wodehouse “transferred all he had 
in property of considerable value—the serial rights in his novels—and 
Curtis acquired all of it. For the duration of the monopoly granted by 
the Copyright Law, Curtis could assert the monopoly against the whole 
world, including Wodehouse himself. Nothing in the law of copyrights 
bars or limits sale of any one of the numerous exclusive rights conferred 
by the various subdivisions of §1.” *° 

The treatment of the transfer of any one of the various rights as a 
sale is in accord not only with their essential character and the scheme 
of the Copyright Law, but with the way these rights are treated by 
authors and others, and “they may be sold separately and form the basis 
for a new copyright.” 

(9) And, finally : 


Thus it would seem as a matter of legal doctrine that where a person transfers 
absolutely to another, under terms of payment which do not depend on future 


44 This notion, the opinion went on (337 U.S. 369, 418 (1949) ), is derived from a mis- 
application by lower courts of Gayler v. Wilder, 10 How. 477, 494-95 (1850) and Water- 
man v. Mackensic, infra notes 66 and 119, which were concerned with the procedural 
problem of not harassing the infringer by a multiplicity of suits; even Waterman v. 
Mackensie, bearing on the procedural point, “recognized the salability of less than all 
of the patented rights so long as the transfer consisted of at least one of the three rights 
separately listed in the patent statute.” (italics added) It is presumed that Justice Frank- 
furter had reference to the three kinds of interests referred to by the Court in the Water- 
man case at page 255. 

45 Of the Copyright Law. 
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use by the transferee, a distinct right conferred by the Copyright Law grant- 
ing the transferee a monopoly in all the territory to which the Copyright Law 
itself extends, legal doctrine should reflect business practice in recognizing 
that the proceeds are from “‘the sale of personal property,” rather than amounts 
received as “fixed or determinable annual or periodical gains, profits and 
income.” *® (emphasis supplied). 


Epitome of Foregoing Discussion 


It thus appears that the grant of only a particular, separate, or partial 
right (1.e., serial rights, motion picture rights, and the like for all time 
or for only a limited time) in a literary property rather than the entire 
package or bundle of rights, is a license and not a sale and that income 
received therefor, whether payable in a lump sum or in instalments, 
constitutes royalties (or in the nature of, or advance, royalties), and 
hence is taxable as ordinary income. Under Rohmer a lump-sum pay- 
ment is categorized as other fixed or determinable annual or periodical 
proceeds, thus inferentially necessitating withholding under section 
143(b). Although IV’odehouse was directly concerned with taxability 
under section 211(a) and not with withholding under section 143(b), 
the majority opinion considered the sections together and saw no distine- 
tion as to taxability or withholding between lump-sum payments and 
royalties. However, the decision in this case may not necessarily preclude 
favorable contest by interested withholding agents of liability asserted 
against them for failure to withhold on /ump-sum payments. At least, 
the contention could be made that, considering the stress laid by the 
majority opinion on legislative history, an exhaustive study of the 
legislative history of section 143(b) would indicate an intention not to 
subject such payments, but only those of a recurring nature, to with- 
holding. 

Literary property will not qualify as a capital asset if it is held primarily 
for sale to customers in the ordinary course of the author's trade or 
business. In the Goldsmith case Judge Chase believed that in order to 
have a completed sale title must pass. The rendition of services in- 
volving the right to the use of musical matcrial is not a sale but at most 
a license. 

2. Patents, Trademarks, and Tradenames. 

(a) Capital Assets. Transactions held to have constituted sales of 
capital assets were involved in the following cases. 


46 337 U.S. 369, 422 (1949). The dissent refers to the recent opinion of the House 
of Lords in Withers v. Nethersole, [1948] 1 All E.R. 400, relating to a grant 
for ten years of world-wide motion picture rights, which held that “the proceeds were 
not ‘annual profits or gains’ since the transaction was an outright sale, not a license to use 
the copyright.” Note that this grant was limited not only to the motion picture rights 
but also to the period of ten years. 
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In 1941 a trust, to which one of its three creators had transferred 
patents, granted a limited non-exclusive, non-transferable license to a 
company to use the processes covered by the patents. The three associates 
then sold their beneficial interests in the trust. The Tax Court ** held 
the property sold by petitioners to be capital assets and the gain a long- 
term capital gain, because the property was not stock in trade or other 
inventory property, or property held primarily for sale to customers in 
trade or business, or depreciable property used in trade or business. In 
another case petitioner, who had sold shares of stock in a corporation for 
a lump sum and a “royalty,” included the “royalty” payments as ordinary 
income in his returns for the taxable years involved. Disregarding the 
nomenclature of the periodic payments received by petitioner as “rovyal- 
ties,’ the Tax Court treated them as payments on account of the sale 
price of the shares and properly taxable in their entirety as capital gain.* 
Earlier, in Bessie B. Hopkinson,*® decedent-patentee (petitioner’s hus- 
band, who was not in the business of selling patents) assigned to a cor- 
poration full and complete title to various patents in consideration of its 
agreement to pay him certain amounts realized from the manufacture 
and sale of the patented products and from licensing agreements in respect 
of the patents.°° Subsequently, the patentee donatively transferred the 
agreement to himself as trustee for petitioner, as life beneficiary. The 
agreement was held to constitute a sale of capital assets. The payments 
received by patentee would therefore have been taxable to him as capital 
gains from the sale of property" rather than as royalties. On the more 
difficult question of the character of the payments under the agreement 
which were distributed to petitioner, the life beneficiary, the Court ruled 





47 Lee W. Walker, 4 TCM 947 (1945). 

48 George J. Nicholson, 3 T.C. 596 (1944) Acq., 1944 Cum. Butt. 21, appeal dismissed 
per stipulation, C.C.A.6th 1945. Sce also Carl G. Dreymann, 11 T.C. 153 (1948), infra 
note 55, and Arthur N. Blum, 11 T.C. 101 (1948), infra note 76. Prior to 1937 petitioner 
Nicholson made gifts to his wife of fractions of said “royalties” which were paid directly 
to her and excluded by petitioner from his taxable income but added thereto by the 
Commissioner as additional “royalty income.” On this point the Court held the effect of 
petitioner’s gifts to be merely that of assignments of anticipatory income; there was 
only a transfer of the “royalty” cr forthcoming payments for the shares sold by petitioner, 
the gain upon which was his when realized; the tax upon such gain could not be shifted 
by him by an anticipatory assignment. 

49 42 B.T.A. 580 (1940), aff'd, 126 F.2d 406 (C.C.A.2d 1942), distinguished in Rohmer 
v. Comm'r, 153 F.2d 61, 65 n. 16 (C.C.A.2d 1946), supra note 9. See notes 91 and 94 infra 
and text. 

50 The amounts to be paid in respect of each item manufactured by the company were 
to be in instalments according to a formula. The contract also contained contingent pro- 
visions for making lump-sum payments and, under certain circumstances, for the resolu- 
tion of all further payments due with lump-sum payments. 

‘1 Under Sec. 117, Revenue Act of 1934. 
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that they retained their character as proceeds from the sale of capital 
assets and, by virtue of the assignment (after deducting patentee’s basis), 
they too constituted capital gains in her hands. 

Taxpayer,” prior to the issuance of patents, sold his rights under his 
invention to a company for a down payment and a percentage of the 
profits and royalties. Subsequently, the company assigned the patents 
and all its claims against the United States for infringement or use of 
the inventions to taxpayer in satisfaction of his claim against the com- 
pany for amounts due. The contract between taxpayer and the company 
was held to constitute a sale not a licensing agreement, and taxpayer’s 
share of the award authorized by Congress in settlement of the claims 
against the United States represented proceeds of that sale, which were 
taxable to him as a long-term capital gain. The Court cast aside the 
contention that taxpayer had held the invention not as a capital asset but 
primarily for sale to customers in the crdinary course of his trade or 
business.”* 

In a case revolving around patent and trademark rights, a District 
Court held that instalment payments received by taxpayer under a contract 
between him, his brother, and others, whereby he assigned to his brother 
his interest in royalty contracts on an invention owned by the brothers as 
partners, constituted long-term capital gains from the sale of capital 
assets.”* 

In the Dreymann* case petitioner and his daughter, who possessed 
scientific knowledge, agreed that she would devote her full time to assist 


52 Lester P. Barlow, 2 TCM 133 (1943). 

58 The Court distinguished Harold T. Avery, 47 B.T.A. 538 (1942), infra notes 70, 
71, and 83, characterizing as a dictum the language therein suggesting that one who holds 
patents which he licenses to others at a profit may for that reason be denied the capital 
gain provision. See also William M. Kelly, 6 TCM 646 (1947), infra note 71. It should 
be observed, however, that in the Barlow case the Court held that in 1947, at the time 
of the sale of the inventions to the company, no patent had yet been issued and conse- 
quently there was no property to be depreciated under I.R.C. §23(1). At the present 
time, in view of their depreciability, most patents used in the taxpayer’s trade or busi- 
ness will not constitute capital assets under I.R.C. §117(a)(1). See, however, I.R.C. 
§117(j), effective 1942. See also note 103 infra re the holding period involved in the 
Barlow case. 

54 Adamson v. United States, 46-1 USTC 9166 (1946), aff'd, 161 F.2d 942 (C.C.A.9th 
1947). The Circuit Court followed the Tax Court’s decision in James H. Adamson, 
5 TCM 1071 (1946), which considered the identical question presented as to income for 
1939, and held the payments received for that year to be proceeds from the sale of capital 
assets subject to tax at long-term capital gain rates under I.R.C. §§117(a) and (b). For 
the law today consider the applicability of I.R.C. §117(j). 

55 Carl G. Dreymann, 11 T.C. 153 (1948). See note 48 supra, note 215 infra, and cf. 
Arthur N. Blum, infra notes 142 and 143. This also involved the question whether the 
assignment by petitioner to his daughter related only to his future earnings. See III.A.1. 
of text, infra. 
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him in his research and would receive an interest in any process which 
their joint efforts might produce. For many years she rendered im- 
portant services in the invention, development, and improvement of the 
process. Between April and August 1933, petitioner and his daughter ac- 
cidentally discovered the process they had been seeking, and on August 30, 
1933 he and a paper company entered into a new contract rescinding a 
previous preliminary agreement and providing that the company pay to 
petitioner (a) a stipulated compensation for his time and ordinary services 
less any royalties due and paid under the contract, and (b) a royalty on 
the sales price of the product marketed by it, payable one-half each to 
petitioner and his daughter. Pursuant to the contract, after applying for 
a patent, petitioner assigned the patent application to the company. The 
patent was subsequently granted. After deciding that what was assigned 
was not petitioner’s future salary or personal earnings but an interest in 
property, the Court agreed with him that the term “royalty” as used 
in the contract was a misnomer afid that the “royalty” payments were, in 
fact, part of the periodic payments which constituted the purchase price 
of the invention. Relying on the Avery °* case, the Commissioner un- 
successfully contended that the invention was not a capital asset because 
it was held primarily for sale to customers in the ordinary course of trade 
or business. In the Court’s view the evidence indicated that petitioner 
never attempted to sell the invention to anyone except the company (in 
whose employ he was at the time of the discovery), and that he did not 
develop a scientific hobby outside of his employment into a business. 
The Court stated that there is nothing in the law to the effect that a tax- 
payer, in order to have the tax benefit of the capital gains provision, must 
sell his asset for one lump sum. 

The question whether a lump sum received in lieu of royalties was paid 
to acquire a capital asset or represented prepaid royalties under a licensing 
agreement, was considered in two interesting cases (Rainier and Seattle) *° 


56 Sce note 53 supra and infra notes 70, 71, and 83. 

57 The findings indicated that after World War I petitioner sold his patent to the 
United States Steel Corporation, but the Court considered this to have no bearing on 
Commissioner’s contention. In other words, this previous sale did not make petitioner an 
inventor by trade or vocation; besides, he never tried to sell the process here involved to 
anyone other than the company. 

58 Citing Comm’r v. Celanese Corp., supra note 26, and George J. Nicholson, supra 
note 48, and the cases cited therein. 

59 Rainier Brewing Company, 7 T.C. 162 (1946), aff'd per curiam, 165 F.2d 217 
(C.C.A.9th 1948), rehearing denicd, 166 F.2d 324 (C.C.A.9th 1948) (held capital gain), 
and Seattle Brewing and Malting Co., 6 T.C. 856 (1946), aff'd per curiam, 165 F.2d 216 
(C.C.A.9th 1948), rehearing denied, 166 F.2d 326 (C.C.A.9th 1948) (held capital 
expense). Both affirmances were based on the Dobson rule, the Court stating that the 
resolution of the hybrid questions of mixed law and fact because of the fact element 
involved, would afford little concrete guidance to future cases. 

















1950] AN ANALYSIS OF THE INCOME ASPECTS OF PATENTS 375 


involving the same contract but relating separately to the rights of the 
seller and purchaser. In the Rainier ® case the Tax Court held that the 
lump sum in promissory notes received by the petitioner (seller) under 
an option in lieu of royalties payable in consideration of the exclusive 
and perpetual license to use its copyrights, tradenames, brands, trade- 
marks, and labels in the manufacture and sale of beverages in limited 
territories, constituted proceeds from the sale of a capital asset. Seller 
(Rainier) reserved the rights of manufacture and sale of its beer under 
the trademark outside the limited territories and the use of its trademark 
anywhere in respect to non-alcoholic beverages. While consistent in 
principle, this decision was contrary in practical effect to the earlier 
decision in the Seattle case (involving the purchaser's rights), which held 
the lump-sum payment to be a non-deductible capital expenditure. In 
resolving the issue whether Seattle (purchaser) was entitled to deduct 
any portion of the lump sum which it agreed to pay to Rainier upon elect- 
ing to terminate all royalties, the Court decided that by exercise of the 
option, the petitioner had acquired a capital asset. Governed by this deci- 
sion, the Tax Court in the Rainier case decided that the payments were 
not prepaid royalties but an expenditure in the acquisition of a capital 
asset. 

Following the Rohmer ™ line of reasoning, petitioner contended in the 
Seattle case that Rainier did not sell to it the right to use its tradenames, 
etc., but granted the right to use such property on a royalty basis; that its 
election to terminate all royalties did not convert the contract from a 
royalty agreement to a capital transaction but simply substituted a lump- 
sum payment for several payments for the use of another’s property 
right; and that the transaction was a license, since it did not convey full 
title to the tradename. The Court’s rejoinder was: 


Obviously, it was intended that after the execution of the notes all royalty 
payments as such should cease. . . . Thereafter Rainier must look for pay- 
ment to the promissory notes and not to the contract. The execution and 
delivery of the notes put an end to the payment of royalties on a barrelage 
basis and was the consideration for the exclusive and perpetual use of such 
rights thereafter.®? 


Petitioner also relied on Goldsmith, Sabatini, and related cases, but the 
Court held that those cases were not controlling here, and that they did 
not involve a situation where an exclusive and perpetual right was granted. 
Each of the distinguished cases concerned the grant of only partial rights 


60 On the authority of the earlier Seattle case. 

61 Rohmer v. Comm’r, 153 F.2d 61 (C.C.A.2d 1946), supra note 9. 
62 Seattle Brewing and Malting Co., 6 T.C. 856, 873, supra note 59. 
83 Jd. at 866. 
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under the copyright, and in the Sabatini case the grant was for a limited 
period. 


The postulates laid down by the Tax Court in Edward C. Myers are 
that the patent owner who transfers the exclusive right to make, use, and 
vend under the patent makes a sale, but the owner who grants only one 
or two of these rights has given a license. Petitioner granted an exclusive 
license to a company to use, manufacture, and sell his invention in con- 
sideration of the payment to him of certain annual sums denominated 
“royalties” in the agreement. The Commissioner contended that the 
income constituted royalties for the use of a patent, whereas petitioner 
maintained that the gain represented instalment proceeds of a capital 
asset.°° The Court found that the exclusive license to the buyer amounted 
to a sale by petitioner of his invention, which was not property held by 


64In Seattle and Rainier the contract provided for the payment of royalties with an 
option to pay a lump sum in lieu thereof. This lump sum could be said to be prepaid 
royalties, yet the Court held the transaction in each case to be a capital one. On the 
other hand, Rohmer (where there was no mention of royalties and the payment was a 
flat sum not measurable in terms of royalties) the Court held the transaction to be a 
license and the lump-sum payment advance royalties. Article 13 of the instant contract, 
in effect, was a right to anticipate future royalties and, under the rationale of the con- 
trolling cases, not a lump sum but advance royalties. What is the difference between 
advance and prepaid royalties, and why should prepaid royalties constitute capital gains 
while advance royalties are ordinary income? Cf. Philip W. McAbee, 5 T.C. 1130 (1945) 
Acq., 1946-2 Cum. Butt. 4, infra note 85, and J. M. & M. S. Browning Co., 6 B.T.A. 914 
(1927), infra note 127. 

The amortizable life of a patent or copyright is fixed by statute and the expenditure 
therefor is capable of capitalization and recovery ‘by the purchaser over such period, 
whereas a trademark or tradename is of indefinite duration. Practically, the distinction 
between a license and a sale may loom larger in the case of a trademark or tradename as 
against a copyright or patent because, unless the purchaser can deduct the cost of the 
trademark or tradename as an expense, he cannot amortize his cost by reason of their un- 
certain or unlimited life. If such cost is capitalized the purchaser may never be in the 
position of deriving any tax benefit for his expenditure. 

656 T.C. 258 (1946) Acq., 1946-1 Cum. Butt. 3. See notes 93 and 96 infra. Petitioner 
was a non-professional inventor not engaged in the business of inventing and selling his 
inventions. 

66 The contract referred to the parties as licensor and licensee and provided that 
licensor granted to licensee an exclusive license, together with the right to grant sub- 
licenses in consideration of the payment of a royalty on the amount of the sales price. 
The Court disregarded as irrelevant the terminology used and considered its legal effect. 
Here, the grant was of the cntire monopoly and property rights that petitioner had in 
his invention. Cf. the cases cited and considered in this opinion with those in the Seattle 
case, supra notes 59 and 64. Among them were Parke Davis & Co., 31 B.T.A. 427 (1934), 
where taxpayer granted the exclusive right, license, and privilege to make and use but 
not to sell, and Waterman v. Mackenzie, 138 U.S. 252 (1891), which held that an agree- 
ment whereby the owner of a patent grants the sole and exclusive right and license to 
manufacture and sell the patented article (not expressly authorizing its use), is not an 
assignment but a license and gives the licensee no right in his own name to sue a third 
person for an infringement of the patent. See note 44 supra and infra note 119. 
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him primarily for sale to customers in the ordinary course of his trade 
or business. It therefore treated the gain from the sale as long-term 
capital gain. 

Where, however, the licensor, though granting a non-assignable, per- 

petual, and exclusive license to make, use, and sell for the full term of 
the letters patent, with the right to make sub-licenses under foreign 
patents, nevertheless, expressly retained title to all the patents, the Tax 
Court ** decided that the transfer was only a license, and the payment 
received represented royalties and therefore constituted ordinary income. 
Swayed by the fact that the transfer agreement expressly provided that 
it was merely a license agreement and should not be construed to be an 
assignment to the “licensee,” the Court stated that an instrument cannot 
be construed as an assignment of patents where it expressly negatives the 
transfer of legal title. Moreover, the Myers case does not apply where 
the patent owner retains title, because the patentee in sublicensing could 
grant no more than it owned, to wit, a license.** 
In another case ® a finding that an inventor who transferred patent 
rights to a corporation in which he owned a substantial proprietary in- 
terest, was in the trade or business of selling inventions or patents to 
customers was held not warranted. The income derived from the sale, 
therefore, was not ordinary income, the patent being a capital asset. The 
fact that the corporation subsequently assigned all its rights to a third 
party and paid taxpayer part of the sale price, did not change the tax 
status. This was a far cry from the situat‘on in which an inventor sells 
patent rights to outside purchasers and is concerned solely with obtaining 
an immediate profit, in which case he would be in the trade or business 
of selling patents to customers.” 

The Tax Court arrived at the same result where taxpayer," while 
working as a foreman and traveling representative, sold certain patents to 
his employer, a corporation. Subsequently, after the corporation had 
emerged from a reorganization, he again sold to it the full and exclusive 


87 Federal Laboratories, Inc., 8 T.C. 1150 (1947), involving an excess profits tax 
question under I.R.C. §711(a) (1) (B). 

68 Cf. Seattle Brewing Co., 6 T.C. 856, 869 (1946): “If such grant is exclusive and 
perpetual, its characteristics more resemble a sale than a license, . . . .” and “The exclu- 
sive grant to petitioner resulted in the retention by Rainier of the naked legal title in the 
interest granted for the benefit of the grantee.” This might seem to indicate that such 
retention may be immaterial. 

89 Leo P. Curtin, 6 TCM 457 (1947). 

70 Cf. Harold T. Avery, 47 B.T.A. 538 (1942), see note 53 supra and infra notes 71 
and 83. 

71 William M. Kelly, 6 TCM 646 (1947), distinguished from the Avery case, supra 
notes 53 and 70, and infra note 83, upon which Commissioner laid: great stress. 
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rights to the same patents, the corporation agreeing to pay as “royalties” 
a certain sum plus a percentage of gross sales. Over a period of time he 
transferred all his numerous patents, and agreed to transfer to his em- 
ployer all future inventions and improvements. He never sold any patents 
to any other persons, and continued to work for his employer, receiving 
a regular salary, but otherwise having no interest in it. The Court held 
that the inventions and patents were not property held by taxpayer pri- 
marily for sale to customers in the ordinary course of his business or 
property used in his trade or business of a character subject to a deprecia- 
tion allowance, but were capital assets, that taxpayer was not engaged in 
the business of selling patents to customers, that the employer had no right 
to them by reason of the employment, and that the payments were for a 
valid sale of capital assets and not compensation. 

Likewise, capital gain resulted from the isolated sale of an invention 
by a regularly employed clerk who worked a few hours a week on in- 
ventions, and during nearly twenty years invented or developed four 
patents but only sold one.” In answering Commissioner’s contention tha‘ 
taxpayer was an inventor engaged in developing, licensing and selling 
patents, the Court * emphasized that his normal employable time was 
spent in his employer’s service and that he was engaged in the trade or 
business of a clerk.” 

As indicated above, the question sometimes arises whether the amounts 
received in connection with the transfer of patents are payments for a 
sale taxable as capital gains, or compensation for personal services tax- 
able as ordinary income. In a case ® which was an amalgam of features 
of both, petitioner granted to a company the sole and exclusive right to 
operate, make, use, sell, and rent the devices under his inventions in 
return for the payment to him of a lump sum and a percentage of the 
rental or sales price received from the machines, until he received a 
specified sum. During the taxable years he was employed by the company 
as sales manager of the machines. The Court was not favorably disposed 
toward Commissioner’s contentions,”* and held the amounts received to be 





72 John W. Hogg, 3 TCM 212 (1944). 

73 Commissioner cited Fackler v. Comm’r, 133 F.2d 509 (C.C.A.6th 1943), affirming 
45 B.T.A. 708 (1941) ; Clifford H. Goldsmith, 1 T.C. 711 (1943), supra notes 5 and 6; 
Harold T. Avery, supra note 53, and Higgins v. Comm’r, 312 U.S. 212 (1941), all of 
which the Court discussed, distinguishing the Higgins case. See also Maurice Bacon 
Cooke, 4 TCM 204 (1945). 

7 Taxpayer’s three remaining unsold patents, though they could be sold if a reasonable 
price were obtained, were not sufficient to constitute stock in trade, property held primarily 
for sale to customers, etc., or depreciable business property. 

7 Raymond M. Hessert, 6 TCM 1190 (1947). 

76 Commissioner argued mainly that the contract was essentially one for petitioner’s 
personal services so that the amounts received by him were, at ledst in part, compensation 














1950] AN ANALYSIS OF THE INCOME ASPECTS OF PATENTS 379 


long-term capital gains. While the agreement included elements of per- 
sonal service, it nonetheless constituted a sale of patents,’ such personal 
services being ancillary and subsidiary to the sale.” 

(b) Non-Capital Assets. Non-capital assets, which are defined in 
section 117(a)(1), include (1) property held by taxpayer primarily for 
sale to customers in the ordinary course of his trade or business, and (2) 
depreciable property used in his trade or business. Although patents gen- 
erally are depreciable property, the gain on the sale of a patent used in 
the trade or business has, since 1942, been analogized under the conditions 
specified in section 117(j)(2) to a capital gain. 

In Samuel E, Diescher * which involved a taxable exchange of certain 
inventions and patents for stock, it was decided that the patents did not 
constitute stock in trade held by a partnership primarily for sale in the 
course of its business, since the partnership was not in the business of 
buying and selling patents or in developing inventions for patent and 
sale, and all of its other transactions were concerned with the licensing 
of the patents. 

After a long interval another case *° was presented, likewise involving 
taxable years prior to the effective date of section 117(j).** Here one 
of the issues was whether the pertinent property came within the class 
of depreciable property used in the trade or business. The Tax Court 
found against taxpayer, holding that the patents were not capital assets 
within the meaning of section 117(a)(1), because they were depreciable 
property used in the trade-or business and thus the gain from their sale 
was ordinary income.*’ Petitioner, a successful inventor and engaged in 


therefor, and since no allocation had been shown the entire amount was taxable as 
ordinary income. See Arthur N. Blum, 11 T.C. 101 (1948) (App. (T) C.C.A.3d 1949), 
infra notes 142 and 143, where Commissioner’s contention that the sums _ represented 
compensation and not the proceeds of sale of patents was successful. Commissioner's 
other contention, that the patents allegedly sold by petitioner were not capital asscts 
because they were depreciable business property, was rendered uscless by I.R.C. §117(j). 
As to the third contention respecting the holding period, since the Ictters patent were 
granted in 1933 and 1936 and were not transferred until 19387 (the date of the agreement 
with the company), it was inescapable that petitioner held the patents for more than six 
months. 

77, On the authority of Edward C. Myers, supra note 65. Further, the possibility of 
the patents reverting to petitioner on the termination of the agreement, did not affect 
this conclusion as it takes the form of a condition subsequent. 

78 Taxpayer received a salary for the personal services performed by him under a 
separate employment contract. 

79 36 B.T.A. 732 (1937); sce notes 83, 102, and 225 infra. 

80 Leo M. Harvey, 6 TCM 312 (1947), aff'd on this point, 171 F.2d 952 (C.C.A.9th 
1949) (no petition for certiorari to be filed). 

81 Enacted by the Revenue Act of 1942. 

82 Under I.R.C. §117(j) the gain, in effect, is taxable as ordinary income only if the 
seller is a dealer, viz., if he holds the property primarily for sale to customers in the 














380 


the business of manufacturing machinery, had sold certain machinery 
patents and applications for patents. After making certain deductions 
from the sales price, he reported the remainder on the instalment basis as 
capital gain. His inventive activities formed part of his trade or business. 
The record indicated that taxpayer had deducted expenses of inventory 
and procuring patents from the business income, and had included royalty 
income therein. 

The gain from the sale of a patent by an inventor who was regularly 
employed but expanded his hobby outside his employment into a business 
in itself was taxed as ordinary income to him.** What may have been a 
hobby had, in fact, developed into a business enterprise when he held the 
several patents for sale or license to others for profit. 

And where the taxpayer is an inventor by trade, then, of course, the 
sale of patents is a sale of a business asset with gain taxable as ordinary 
income.** The patents then are depreciable property used by taxpayer in 
his trade or business and held for sale to customers in the regular course 
thereof. Consequently, the gain is from the sale of a non-capital asset. 

The Tax Court considered the vexing problems of lump-sum payments 
or royalties, and sales or licenses in a case ** which antedated the Seattle °° 
case. Taxpayer and another, under a contract with the payor’s predeces- 
sor, had sold to it the full and exclusive rights to their invention in return 
for certain royalties. Subsequently they agreed with the payor that in lieu 
of all the royalties provided by the first contract, petitioners were to receive 
a lump sum payable in instalments. They reported the first instalment as 
income from the sale of royalty rights, but the Commissioner determined 
that this was not subject to the percentage limitations of section 117 of 
the Revenue Act of 1936, on the ground that the amended contract effected 
a lump-sum commutation either of future royalties or of the remaining 
selling price. The Court held the amount paid to be ordinary income, 
reasoning that a sale of property other than a capital asset, and not a 
licensing agreement, was effected by the earlier contract, and that the 
later contract commuted the specified sales price.*” 
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ordinary course of his trade or business. Under the present law Commissioner apparently 
would have to contend that the patents come under that class. 

83 Harold T. Avery, 47 B.T.A. 538 (1942), discussed and distinguished in Lester P. 
Barlow, supra notes 52 and 53, citing Samuel E. Diescher, supra note 79. 

84 Paul H. Smythe, Jr.. B.T.A. Memo. Dkt. 107,597. CCH Dec. 12,576-C (1942). Peti- 
tioner reported his business or occupation on his income tax returns as that of inventor 
and took as allowed deductions payments made in connection with, and which he attributed 
entirely to, his business. 

85 Philip W. McAbee, 5 T.C. 1130 (1945), Acq., 1946-2 Cum. Butt. 4; sec note 
127 infra. 

86 Supra notes 59 and 64. 

87 Cf. Seattle Brewing and Malting Co., supra notes 62 and 64. 
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A sum received in settlement of a copyright infringement suit did not 
constitute capital gain under section 117, since that section applies only 
to a sale or exchange of capital assets.** Even if the sum had been received 
as a license it would not have been received as the result of a sale or 
exchange.*° 

What constitutes a sale or exchange ® within the meaning of section 
117 has also been considered in the Hopkinson,” Berlin,®? and Kimble” 
cases, among others. In the Hopkinson case the arrangement was found 
to be an instalment sale on the ground that the parties so intended, and 
that the payment for the property under an instalment plan did not lessen 
the full and complete transfer of title.°* In the Berlin *° case the contract 
provided that petitioner render services involving the composition and 
delivery of certain musical material, and additionally, that petitioner 
assign the right to utilize or make recordings of the musical material and 
produce and license the same. The musical material not used in the 
contemplated photoplay was to revert to petitioner as his sole and exclusive 
property. Despite petitioner’s contention that all, or at least a considerable 
portion, of the materials supplied were capital assets, the Court held there 
was no sale but a mere license. 

However, in the Kimble * case a transfer by a patent owner of the 
rights to make, use, and vend the invention resulted in a sale, even though 
the instrument was termed a license rather than an assignment. Accord- 
ingly, the payments under some of the contracts were not royalties but 
were, in part, payments of a purchase price and therefore not subject to 
withholding. If anything less than these three rights is granted, the 
transaction is a license.*’ One of the Kimble contracts was deemed to be 


88 Jack Rosenzweig, 1 T.C. 24 (1942). The petitioners claimed the benefits of I.R.C. 
§107 in the alternative. See note 145 infra. 

89 See Sabatini, Berlin, and Goldsmith, supra. 

90 For definitions of sale or exchange, see Hale v. Helvering, 85 F.2d 819 (App. D. C. 
1936). 

91 Supra notes 49 and 54. 

92 Supra note 23 and infra note 95. 

93 Kimble Glass Co., 9 T.C. 183 (1947) Acq., 1947-2 Cum. Butt. 3. 

®4In Commissioner’s deficiency notice he took the position that the payments were 
royalties rather than payments of consideration for the sale of a capital asset. He 
refrained from pressing this contention on the brief, but instead urged that since there 
was no sale or exchange by the petitioner or the Trustee, petitioner was not entitled 
to the percentage provision of section 117 of the Revenue Act of 1934. Before the Circuit 
Court, however, he wished to rely on the first contention, and the Court determined that 
this was permissible. See Hormel v. Helvering, 312 U.S, 552 (1941). 

95 Supra note 23. 

%6 This case, supra note 93, involved withholding tax liability under I.R.C. §143(b), 
etc. on payments to non-resident aliens. 

97 Supra notes 65 and 66. 














TAX LAW REVIEW [Vol. 5: 





382 


only a patent license and the payments thereunder royalties, subject to 
withholding because of the presence of only two of the elements. The 
Court summarized the law as follows: 

It is settled law, however, that the true nature of the agreement is not to be 
determined according to the name by which it is called. Waterman v. Mac- 
kenzie, 138 U.S. 252. The granting of a United States patent gives the 
patentee, for a term of 17 years, the exclusive right to make, use, and vend 
the invention or discovery in the United States. Rev. Stat., §4884, 35 U.S.C. 
§40. When the patentee transfers all of these rights exclusively to another, 
even though he calls the instrument a license rather than an assignment, he 
transfers all that he has by virtue of the patent and the transfer amounts to 
a sale of the patent. Where he transfers less than all three rights to make, 
use, and vend for the term of the patent, or transfers them nonexclusively, 
the transfer is a mere license and does not convey any title in the patent 
itself. Waterman v. Mackenzie, supra; cf. United States v. General Electric 
Co., 272 U.S. 476; Edward C. Myers, 6 T.C. 258.°* 


3. Holding Period.®® It was previously ruled,*” in determining the 
percentage of the capital gain realized on the sale of a patent to be reported 
for taxation, that the date on which letters patent were issued and not the 
date of the application therefor should be used as the beginning of the 
period for which the patent was held. This ruling was later revoked,*™ 
and it was then held ** that the date on which the original invention 
forming the basis of the patent was reduced to actual practice should be 
used as the beginning of the holding period. In the Diescher case dis- 
cussed above, included among the inventions and patents exchanged were 
patents which had been issued less than two years prior to the exchange, 
and inventions on which patent applications had been filed, and some in 
respect of which no applications had been filed, but all of the inventions 
had been reduced to actual practice and their feasibility and value demon- 
strated more than two years prior to the exchange. All of the inventions 
and patents were the property of petitioners from the time of such reduc- 
tion to actual practice. It was held that since an inventor’s property right 
in his invention does not come into being upon his obtaining a patent, 
but exists prior to that time upon his reduction of an original invention 
to actual practice, the patents and inventions were capital assets held for 
more than two years.’ 


989 T.C. 183, 189-190 (1947). 

99 T.R.C. §117(h) and Reg. 111, Sec. 29.117-4; see also I.R.C. §§112 and 113. 

1007.T, 3112, 1937-2 Cum. Butt. 139. 

101 ].T. 3310, 1939-2 Cum. Butt. 190. 

102 G.C.M. 21,507, 1939-2 Cum. Butt. 189, in view of Samuel E. Diescher, 36 B.T.A. 
732 (1937) (acquiesced in the Board’s discussion on this point, 1938-1 Cum. Butt. 9), 
aff'd without discussion on this point, 110 F.2d 90 (C.C.A.3d 1940), cert. denied, 310 
U.S. 650 (1940). : 

103 To the same effect, Lester P. Barlow, 2 TCM 133 (1943), supra notes 52 and 53. 
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The gain derived from the sale of an interest in a partnership’s business 
and assets was also determined to be subject to the applicable holding 
period percentage set forth in section 117.*°* Whether the gain was tax- 
able as ordinary or capital gain, and if the latter, whether section 117 
applied, revolved around the inquiry whether the sale was of the partner- 
ship interest (a capital asset) or of an undivided interest in patents 
which, being subject to depreciation, petitioner admitted were not capital 
assets.° The Court concluded that though through inadvertence the 
partnership had only an equitable title, the operative instruments of sale 
did not show a clear and unmistakable intent to part with a number of 
specific patents ; what petitioner had sold was an interest in the partnership 
business and assets. 

The same Court also held for the taxpayer on the holding period point 
in the Myers *” case, to the effect that petitioner had an invention that was 
ready for manufacture and use prior to 1930, and that when he sold the 
property in 1932 he had owned and held it for 24 months * prior to the 
date of sale. 

Bessie B. Hopkinson,’ discussed above, also considered a holding 
period question. The Court’s reasoning was that: section 117(c) (2) of 
the 1934 Revenue Act provided that in determining taxpayer’s holding 
period of property, however acquired, there shall be included the period 
for which the property was held by any other person, if under section 113 
such property has the same basis in whole or in part in the taxpayer’s 
hands as it would have in the hands of such other person; under section 
113(a)(3) if the property was acquired after December 31, 1920 by a 
transfer in trust, the basis is the same as it would be in the hands of the 
grantor; the donor’s holding period was tacked on to that of the donee 
because for the purpose of computing gain on the sale the donee was 
deemed to have assumed the trustor’s place. Thus, the character of the 
payments was retained in the hands of the recipient-petitioner, who 


In 1914 taxpayer invented and constructed an aircraft drop bomb which was reduced 
to practice in 1915 during the Mexican Revolution.. Applications for letters patent were 
filed over a period from 1916 to 1918, the patent rights were assigned in 1917, and letters 
patent finally issued in 1919. He was entitled to have his gain fixed as a capital gain 
since he had owned the invention from 1914 to 1917, a period of over two years. 

104 Frank B. Killian, 3 TCM 753 (1944). 

105 The sale took place in 1939, prior to the effective date of I.R.C. §117(j). 

106 See note 65 supra. Petitioner conceived the invention and completed the design and 
drawings in sufficient detail to enable its being manufactured prior to January 1, 1930, 
filed his patent application in 1932, and did not receive his patent until 1935. 

107 The then applicable statutory period. 

108 Supra note 49. 
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assumed the duty and obligation of reporting income arising out of the 
contract.*°° 

On the holding period issue in the Dreymann **° case, the taxpayer did 
not succeed in deriving the benefits of the capital gains percentages, be- 
cause he could not prove on what date he had reduced the invention to 
practice so that the Court could determine how long he held the asset 
before it was assigned.** 

In a rather recent case *** which also considered whether gains from the 
payments for certain inventions were long or short-term capital gains, 
petitioner’s holding period was reduced by reason of assignee’s rights to, 
and use of, the inventions prior to formal written assignment. Under 
the circumstances the dates of the written assignment lost their sig- 
nificance. There was never a time when petitioner could have disposed of 
the inventions to another or withheld them from the assignee without 
breaching the parties’ understanding. Accordingly, the payments from 
the assignee were for inventions not held over six months. 


B. Sale or License—Patents *** 


One who owns both a United States and a foreign patent on the same 
invention may sell one and license the other. In Elrod Slug Casting 
Machine Co.*** petitioner, the owner of machine patents and patent rights, 
licensed the manufacture and sale of the patented machines in the United 
States and Canada. Subsequently it assigned all its rights in the patents 
and patent rights in certain foreign countries, payment to be made by 
the assignee of a percentage “royalty” until the “royalties” should equal 
a fixed amount. Petitioner received a payment and reported only one- 


109 The Court analogized those situations which treat of a donee as standing in the 
donor’s shoes for income tax purposes, to cases where, upon the sale of an instalment 
obligation, the purchaser is required to report income in the same manner as the seller, 
and to the Sansome reorganization cases where the earnings of a predecessor corporation 
retain their character as earnings in the hands of the recipient company. 

110 See note 55 supra. 

111 As to 1941, the applicable year, if the invention was held for more than 18 months 
and not more than 24 months, only two-thirds of the gain would be computed; if it was 
held for more than 24 months, only one-half would be taken into account. Since petitioner 
had sold the process on August 22, 1935, it was upon him to show that it was reduced 
to practice sometime prior to August 22, 1933. He could only prove inexactly that the 
invention was reduced to practice sometime in the period between April and August 30, 
1933; hence the Court could not find that he held the invention for more than 24 months. 

112 Paul L. Kuzmick, 11 T.C. 288 (1948) Acq., 1949 Int. Rev. Buty. No. 2 at 1 (1949). 
This mainly involved a question of husband and wife partnership in patents. The wife’s 
interest in a patent royalty sales agreement was recognized by the Court. 

118 The cases considered under this heading supplement those discussed under “Capital 
Gains and Losses.” 

1147 TCM 157 (1948). See Rainier Brewing Company, supra.notes 59 and 64. 
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half as income, claiming that the balance represented the cost of the 
patents. The Court disagreed with Commissioner’s contention that the 
so-called ‘royalties’ were fully taxable. It held that the assignment of 
the foreign rights effected a sale of a capital asset, and that the sum 
which petitioner received represented proceeds from such sale not “royal- 
ties.” *'° In its view complete ownership of the foreign patents and 
rights was transferred. The Court stated: “The purchase price of an 
assignment may be by way of royalties instead of a fixed sum. . . . The 
assignment of ‘all their right, title and interest’ effected a sale.” *** 

The taxpayer did not receive the Court’s cachet of approval in Cleve- 
land Graphite Bronze Company.*** There one of the issues was whether 
amounts received by petitioner under an agreement permitting a British 
company to manufacture and sell certain products, were taxable as long- 
term capital gain or ordinary income."** It was held, following Waterman 
v. Mackenzie,’ that the agreement constituted a license. As we have 
noted, anything less than a grant of the exclusive triple rights of making, 
using, and selling a patented article is a license, and therefore the amounts 
received were royalties taxable as ordinary income.*” 

In another recent case **' plaintiff’s ancestor licensed the right to manu- 
facture and sell the medicinal formula known as Listerine in return for 
certain “royalty” payments. Upon the termination of a trust agreement 
established by the ancestor, plaintiff inherited the right to receive such 
payments under the same arrangement as provided in the agreement. 


115 Within the meaning of I.R.C. §502(a) ; petitioner was a personal holding company. 

116 The Court declared that the use of the term “royalty” was a misnomer and that 
labels were not determinative. 

11710 T.C. 974 (1948), aff'd, 177 F.2d 200 (C.C.A.6th 1949). 

118 Petitioner contended they were instalments of the sales price, which were excludible 
in determining excess profits net income; Commissioner countered that the agreement 
did not constitute a sale of the British patents. 

119 138 U.S. 252 (1891), supra notes 44 and 66. 

120 The Court distinguished the Myers, Parke Davis, Celanese Corporation, and 
Hopkinson cases, supra. Art. VIII of the United States-United Kingdom Income Tax 
Convention exempts from British tax royalties for the use of patents, copyrights, etc. 
(including rentals in respect of motion picture films) derived from British sources by 
United States residents subject to United States tax on such royalties and not engaged 
in business in Great Britain. There is a similar exemption for British residents, mutatis 
mutandis, in respect of such royalties derived from United States sources. Similar 
provisions are contained in the income tax conventions with the following countries: 
France (Art. 7 of the Convention; the motion picture film rental exemption is contained 
in the Supplemental Convention) ; Denmark and the Netherlands (Arts. VIII and IX, 
respectively, ratified by the United States subject to reservations, but not yet ratified 
by the other countries) ; Norway (Art. VII (subject to a special provision) signed but 
subject to ratification); New Zealand (Art. VII, special provision re royalties, and 
Art. VIII, motion picture film rentals—not ratified) ; Belgium (Art. IX, not ratified) ; 
and will, no doubt, be contained in others in respect of which discussions are in progress. 

121 John Randolph Hopkins v. United States, 82 F. Supp. 1015 (Ct. Cl. 1949). 
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Plaintiff claimed that he was entitled to receive the payments as proceeds 
from a sale, subject to tax at capital gains rates or, in the alternative, that 
the so-called royalties were part consideration of the selling price and 
represented a non-taxable return of a capital sum.’ The Court held 
against plaintiff on the first claim on the ground that there had been no 
sale.?** 


C. Royalties—Miscellaneous Types 


As we have observed, the assignment of all rights under a patent may 
constitute a sale. The assignment, however, of the right merely to use 
the patent in return for the payment of an annual or a fixed royalty 
results in ordinary income to the recipient in the year in which received 
(actually or constructively) or accrued, depending upon the accounting 
method used by the taxpayer. An offset against such royalty income is 
permitted through the deduction for depreciation of the patent. Certain 
types of royalty or non-royalty payments are here examined.’ 


122 Receivable as of March 1, 1913 resulting from the sale of the formulas before said 
date by his ancestor. 

123Tn Josephine Hopkins Tucker, B.T.A. Memo. Dkt. 100,964. CCH Dec. 12,833-D 
(1942), the Board held, on identical facts, that there had been no sale but merely a 
licensing arrangement and the payments were royalties. See note 128 infra on the 
second claim in the instant case, which was based on section 113(a) (5), Revenue Act of 
1932. The Court of Claims held that the payments could not be treated as a return of 
capital because they represented income from property inherited rather than the prop- 
erty itself and hence, while under section 22(b) of the 1932 Act property received by 
inheritance is not taxable, the income therefrom is taxable thereunder. 

124 The question whether certain payments are payments on account of the purchase 
price or compensation or other types of income rather than royalties has been considered 
in connection with the determination of personal holding companies and personal holding 
company income. See I.R.C. §§$500-511 and Reg. 111, Secs. 29.590-1 to 29.508-2; particu- 
larly §502(a) and Reg. 111, Sec. 502-1(3) ; also Committee on Ways and Means Rep. 
No. 1546 on H. R. 8234, 75th Cong., Ist Sess. 4 (1937). For the patent-copyright cases 
relating to this subject, see (1) Rotorite Corporation vy. Comm’r, 117 F.2d 245 (C.C.A.7th 
1941), reversing 40 B.T.A. 1304 (1940), cf. Paul H. Smythe, Jr., supra note 84; Asso- 
ciated Patentees, Inc., 4 T.C. 979 (1945) Acq., 1946-1 Cum. BuLt. 1; and G. R. Fouché, 
6 T.C. 462, 471 (1946) Acq., 1946-1 Cum. Butt. 2, infra note 226. 7 Mertens, Law 
oF FepERAL INCOME TAXATION §39.07, n. 6 (1943), in referring to the Rotorite case, 
states: “This decision must be limited to its particular facts as it apparently appeared 
that all payments were made in the expectation that the election to purchase would be 
made.”; (2) Lane Wells Co., 43 B.T.A. 463 (1941), petition for review dismissed, 128 
F.2d 739 (C.C.A.9th 1942), supplemental opinion, 45 B.T.A. 175 (1941), rev'd on other 
grounds, 134 F.2d 977 (C.C.A.9th 1943), rev'd on other grounds, 321 U.S. 219 (1944) ; 
(3) U. S. Universal Joints Co., 46 B.T.A. 111 (1942); (4) Comm’r v. Affiliated Enter- 
prises, Inc., 123 F.2d 665 (C.C.A.10th 1941), cert. denied, 315 U.S. 812 (1942), reversing 
42 B.T.A. 390 (1940) ; sce Affiliated Enterprises, Inc. vy. Comm’r, 140 F.2d 647 (C.C.A.10th 
1944), reversing 1 TCM 551 (1943); (5) Puritan Mills, 43 B.T.A. 191 (1941) ; see notes 
136, 137, and 138 infra; (6) Safety Tube Corporation, 8 T.C. 757 (1947), aff’d, 168 F.2d 
787 (C.C.A.6th 1948). See Rudick, Personal Holding Companies Owned by Nonresident 
Aliens, 1 Tax L. Rev. 218 (1946). 
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In Superheater Co.*** petitioner acquired 25,000 unissued shares of a 
British company for 15 shillings a share, together with 15,000 unissued 
shares, in consideration of an agreement whereby it licensed the company 
under certain of its patents at a royalty. Since the fair market value of 
the shares was only 10 shillings per share, it was determined that peti- 
tioner had realized income in the amount of the value of the 15,000 shares 
at 10 shillings a share received by it for the license agreement which had 
cost it nothing. 

It has been held *** that a contract granting 


ay 


shop rights” on a secret 
process perfected by taxpayer for a number of years in consideration of 
the payment of a percentage of the profits of the transferee, did not effcet 
a sale but was, upon its face, merely a license. The payments received by 
taxpayer represented income, not realization upon capital. 

The problem of a lump sum in licu of royalties appeared in an early 
case before the Board.’** There it was held that a lump sum received 
in lieu of royalties which would be payable on patents under contracts 
owned by petitioner, constituted gross income. The Board reasoned that 
when petitioner surrendered or waived its rights to the royalties, which 
clearly constituted income when received, it merely accepted a definite or 
determined lesser amount (present income) instead of an indefinite and 
undetermined “greater” amount that might thereafter be earned (future 
income). 

In the earlier Listerine case *** petitioner, one of the remaindermen 
under the trust created by her ancestor, also contended unsuccessfully that 
the payments received under the arrangements made between her ancestor 
and the companies involved were proceeds of sales and hence capital 
gains. The instruments relating to the formulas fell far short of outright 
sales and conveyances, and there was no indication that exclusive rights to 
manufacture and sell the formulas were obtained. In drawing an analogy 
to the patent cases, the Board pointed out that the instruments were short 
of conveyances of exclusive rights to the triad—-making, using, and 


vending—and thus did not convey title.’** .\ grant of the sole right and 





12512 B.T.A. 5 (1928), aff'd, 38 F.2d 69 (C.C.A.2d 1930). 

126 Charles E. Kaltenbach v. United States, 66 Ct. Cl. 581 (1929), related case, 66 Ct. Cl. 
570 (1929), concerning the deductibility of depreciation or obsolescence in respect of the 
process. 

127 J. M. & M. S. Browning Co., 6 B.T.A. 914 (1927), under the 1918 Revenue Act, 
covering patents on the Browning heavy machine, anti-aircraft and tank machine guns 
and rifles used in World War I by the United States. Sce note 64 supra, and Philip W. 
McAbee, supra note 85. 

128 Josephine Hopkins Tucker v. Comm’r, B.T.A. Memo. Dkt. 100,964. CCH Dec. 
12,833-D (1942). See note 123 supra. 

129 Citing Excelsior Wooden Pipe Co. v. Seattle, 117 Fed. 140 (C.C.A.9th 1902), and 
Waterman v. Mackenzie, supra note 66. , 
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privilege of manufacturing and selling is not a conveyance of an interest 
in a patent but a license.*”° 

An old O.D.™ dealt with the situation where two persons granted to a 
company a non-exclusive license to use their patented process in return 
for (1) a royalty payment and (2) an option to buy a percentage interest 
in such profits as might be derived from the royalties received by them. 
To hind the option, the company paid them a lump sum. This they con- 
tended represented a non-taxable return of part of the capital invested 
by them in the patents. This contention failed since the payment had no 
effect on the ownership of the patents. 

\hether lump-sum payments constituted construction cost or royalties 
was decided by the Board,*** and later followed by the Tax Court.*** In 
the first case it appeared that petitioner, as the owner of patents on certain 
machinery, contracted with cigar makers to supply them with patented 
machines in return for their payment to petitioner of lump-sum payments 
and royalties. The lump-sum payments equalled the amounts that peti- 
tioner was obligated to pay to the company manufacturing the machines 
for it, and were termed construction cost. \When the full amount of such 
cost was received by petitioner, it made payment to its manufacturer for 
the machines delivered by the latter. The Commissioner treated the cost 
as considerations or advance rentals or bonuses *** for the execution of 
the license contracts, and therefore taxable income to the petitioner. The 
Board, however, distinguished the construction cost from the royalties. 
It held that the lump-sum payments were not in the nature of rentals or 
royalties, since they were not made for the use of property but for the 
construction of a capital asset, for the use of which royalties were paid.’ 


130 Citing Hayward v. Andrews, 106 U.S. 672 (1882). The Board also accented the 
fact that in drawing his trust instrument, petitioner's forefather repeatedly used the 
word “royalties” and did not refer to any purchase of the formulas from him, and further. 
that the payors had never capitalized the payments but rather had expensed them. 

131Q.)). 1028, 5 Cum. Bunt. 83 (1921). 

182 International Cigar Machinery Co., 36 B.T.A. 124 (1937) Acq., 1937-2 Cum. 
Buu. 15. While the broad question was whether lump-sum payments received by peti- 
tioner under agreements with licensed users of machines manufactured under petitioner’s 
patents constituted taxable income, the immediate point was whether petitioner's method 
of accounting whereby it did not treat such sums as income on its books or returns, 
clearly and correctly reflected income. On this point the Board held that in effect peti- 
tioner was merely a conduit, the construction cost passing through its hands without 
profit from the funds. Hence, petitioner's method of accounting for the patent income 
by excluding the lump-sum payments clearly reflected income. 

mT), Manson Sutherland, Jr.. 2 TCM 1032 (1943), where the facts were substantially 
similar to those in the earlier case. 

134In addition to the royalties as to which there was no question of their constituting 
income. 

1%3Tn holding that petitioners’ income was the excess of the payments received over 
the cost of manufacturing the machines, the Court in the Sutherland case stated that the 
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But payments received by a company for the use of its name *** on the 
products of its parent company, constituted income derived from royal- 
ties ** rather than commissions on sales (the payments were computed 
on the basis of a percentage of the retail sales made during each year, and 
petitioner contended they were inadvisedly termed royalties) or voluntary 
payments by the parent company to enable petitioner to meet its 


expenses. *** 


D. Compensation—Miscellaneous Types **° 


1. Taxable Income or Capital Transaction. One of the questions in 
Hyatt Roller Bearing Co. v. United States**° was whether the receipt by 
the purchaser of a patent of an amount representing damages and profits 
for infringement, and the right to damages for infringement constituted 
taxable income or a capital non-taxable transaction. The petitioner con- 
tended that it had acquired the patent and all rights to damages and profits 
for past infringement in exchange for its own stock, and that whatever 
it subsequently received from the infringer was merely a conversion of 
a capital asset, and hence did not represent income. After acquisition of 
the patent and other rights, petitioner received from the infringer shares 
of the latter’s stock as security for the infringement claim and profits. 
Thereafter the infringer issued its check to petitioner in settlement of 
all infringment claims, and at the same time petitioner delivered its 
check for a like amount to the infringer for 10,000 shares of the in- 
fringer’s stock. The Court agreed with petitioner that it had purchased 
the right to whatever damages might be recovered for infringement of 
the patent for stock, and to that extent the matter was a capital transac- 


payments were explicitly made to defray the said cost and the substance of the transac- 
tion was not changed by having the construction costs pass through petitioners’ hands. 

136 Puritan Mills, 43 B.T.A. 191 (1941). 

137 Within section 351(b) (1), Revenue Acts of 1934 and 1936, and Regs. 86 and 94, Art. 
351-2(1) which define “royalties” as including amounts received for the use of or for 
the privilege of using trademarks and tradebrands. 

138 Accordingly, the Board held petitioner to be a personal holding company within the 
meaning of such Acts. See note 124 (5) supra. 

189 For (a) income from illegal distribution of motion pictures, see George L. [Tex] 
Rickard, 15 B.T.A. 316 (1929) (illegal aspect of the enterprise did not make the profits 
tax exempt); and (b) reasonableness of compensation, see Heyer Products Company, 
Incorporated, 6 TCM 1196 (1947) (reasonableness of peak-sums compensation paid 
inventor-president of controlled company while in army upheld on grounds, inter alia, 
they were determined by arms-length formula arrived at many years prior to payment, 
the company’s earnings depended almost exclusively on his skill and ability, and its success 
was due to him). See also Raymond M. Hessert, 6 TCM 1190 (1947), supra notes 75, 
77, and 78, and infra note 143. 

140 43 F.2d 1008 (Ct. Cl. 1930), also involving allowance for depreciation and exhaustion 


of patents. 
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tion, and the subsequent receipt by petitioner of the check from the in- 
fringer was nothing more than the conversion of this asset.** 

In the case of Arthur N. Blum,*** where the issue was whether com- 
mission payments received by taxpayer under an employment contract 
were taxable as compensation or as capital gain from the sale of patents 
obtained by him in the course of his employment, it was held that the 
commissions represented compensation and not proceeds of sale of the 
patents.*** Under the contract any patents obtained by taxpayer im- 
mediately became the exclusive property of the employer; thus taxpayer 
had nothing to sell. 

2. Section 107(b) Income.*** An alternative claim by taxpayers *** that 
proceeds received by them from the settlement of a suit for copyright 
infringement came within the ambit of this section, since it represented 
compensation for personal services rendered over a five year period, did 
not succeed. The grounds for rejection were (1) the amount was not 
paid or considered as having been received as such compensation; (2) 
taxpayers were never employees of the defendant; (3) the suit was not 
for the recovery of wages or salaries owed to them or of money for 
services performed, but was one for copyright infringement; and (4) 
after the settlement of the suit one of the taxpayers was still the owner 
of his copyrighted play and by the settlement was not precluded from 
producing or selling it or instituting other suits against any other infringer 
of the copyright.*** 


141 Cf. Doyle v. Comm’r, 147 F.2d 769, 772 (C.C.A.4th 1945). 

421] T.C, 101 (1948) (App. (T) C.C.A.3d 1949), supra note 76. 

143 Cf. Raymond M. Hessert, 6 TCM 1190 (1947), supra notes 75-78, and Carl G. 
Dreymann, supra notes 48 and 55. See also Briggs v. Hofferbert, 85 F. Supp. 941 (D. C. 
Md. 1949), aff'd, — F.2d — (C.C.A.4th 1949), distinguishing the facts from Arthur N. 
Blum, supra note 142, and holding transfer by taxpayer of patents to a corporation, 
constituted capital gains and not compensation for personal services despite his employ- 
ment by the corporation; and the patents were not held primarily for sale to customers 
in the ordinary course of his trade or business. In the Blum case the patents always 
belonged to the employer as an incident of the employment; here they only became 
employer’s property by virtue of the agreement. Plaintiff relied on Curtin, supra note 69, 
Kelly, supra note 71, and Hessert, which the Court considered sufficiently analogous 
to lend weight to plaintiff’s position. 

1447. R.C. §107(b). See Vernon, Some Current Problems Under Section 107, 1 Tax 
L. Rev. 357 (1946). 

145 Jack Rosenzweig, 1 T.C. 24 (1942). 

146 See note 88 supra. O.D. 26, 1 Cum. Butt. 67 (1919) has held the amount which 
a plaintiff should report as income or a defendant may deduct as an expense in the 
case of an award for damages on account of patent infringement, is not affected by amount 
of federal taxes paid by defendant; amount to be reported or deducted is total amount 
awarded by the court. The Bureau also ruled in I.T. 3773, 1945 Cum. Butt. 151, that 
in computing tax of an author under section 107, commissions, and other expenses paid 
in connection with and dependent upon amount of such royalties, should be treated as if paid 
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The taxpayer who had begun work on his invention in 1925, was 
favored, however, when the Court of Claims *** permitted him to treat 
a lump sum received in 1942 in liquidation of all royalties under an ex- 
clusive patent license agreement, as if it had been received ratably during 
the 36 months ending in 1931 when the invention was completed and 
patent application filed. If the amount received in 1942 had been allocated 
ratably to the 36 months ending December 31, 1942, a substantial increase 
in taxes would have resulted. Construing both subdivisions of this section 
together, the Court stated that since under section 107(a) a taxpayer 
(e.g., a lawyer) could compute his taxes as if he had been paid monthly 
concurrently with his work, no matter when the work was done, it would 
be attributing to Congress a lack of consistency to ascribe to it an in- 
tention in the very next subdivision, to relate the income of an inventor 
not to the period when he did the work but to another period arbitrarily 
specified for the purpose.*** Where a taxpayer did not bring himself 
within section 107 and did not claim its application, he could not, in the 
year of receipt, deduct from a lump-sum payment amounts representing 
items paid in, or relating to, prior yeas during which he worked at 
developing inventions.’** 

3. Intra-family Assigned Royalty Income. The Strauss **° case involv- 
ing the interesting question of assignment of property or anticipatory 
income, will be considered together with the Sunnen** case under the 
heading “To Whom Income Taxed,” infra III.A.1. Suffice it to state 
here that the final decision in the Strauss case held the taxpayer husband 
taxable on his percentage of royalties on the patented process, which he 
was entitled to receive as compensation for financing services, despite 
his assignment to his wife of all his rights therein.’ 


150 


ratably over the same period as the royalties, but expenses incurred in defense of libel 
suits were deductible in taxable year in which paid or accrued and not proratable. 

147 David M. Williams v. United States, 84 F. Supp. 362 (Ct. Cl. 1949). 

148 The Court recognized that Congress might very well not have foreseen the unusual 
situation which this case presented but had it done so, the Court was confident, it would 
have answered the question as the Court did. 

149 George H. Henrietta, 8 TCM 605 (1949). See also Mathey v. Comm’r, 10 T.C. 1099 
(1948), infra notes 172 and 178. For additional cases on section 107, see Jean De Marco, 
9 T.C. 1188 (1947) and Steckel v. Comm’r, 154 F.2d 4 (C.C.A.6th 1946). 

150 Strauss v. Comm’r, 168 F.2d 441 (C.C.A.2d 1948), reversing and affirming in part 
8 T.C. 1058 (1947), cert. denied, 335 U.S. 858 (1948), rehearing denied, 335 U.S. 888 
(1948). See notes 184 and 186 infra. 

151 Comm’r v. Sunnen, 333 U.S. 591 (1948), reversing and remanding 161 F.2d 171 
(C.C.A.8th 1947), affirming and reversing in part, 6 T.C. 431 (1946); 168 F.2d 839 
(C.C.A.8th 1948), per curiam, vacating and setting aside, 161 F.2d 171 (C.C.A.8th 1947), 
pursuant to 333 U.S. 591, and affirming and remanding 6 T.C. 431. See notes 183 et seq. 
infra. 

152 Another issue involved the determination of the basis of common stock received as a 
bonus with the purchase of preferred stock. ; 
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E. Corporate Distributions and Dividends *** 


Corporate distributions have been held to be dividends in disguise and 
disallowed as deductions despite such appellations as “compensation,”’ ** 
“interest,” **° and “rent.” *** Under certain circumstances this is also true 
of royalties. As indicated by an early O.D.,** a royalty in excess of a 
reasonable amount paid by a corporation to a majority stockholder and 
officer for the use of a patent upon an article manufactured and sold by 
the corporation, considering all the particular facts, may represent a non- 
deductible distribution of profits. And payments made by a taxpayer to 
its principal stockholders on account of purported royalties for the use 
of an alleged secret process, were held to be such non-deductible distribu- 
tions taxable as dividends.*** 

The criteria applied to these payments have been considered in several 
cases. A general test of the right of a taxpayer to minimize his taxes by 
proper devices is whether a legitimate and bona fide basis for such device 
exists.°® And in determining whether certain payments made by peti- 
tioner **° were royalties and reasonable in amount or dividends in the 
guise of royalties, the test was whether the payments were based upon 
and proportionate to the use of another’s article or process of manu- 
facture. Through a trust device petitioner’s president (whose wife held 
45% of petitioner’s stock and by agreement was entitled to receive 55% 
of the profits distributed) received 55% of the payments while the re- 
maining 45% was to be distributed to stockholders in such manner that 
all stockholders participated in these payments in proportion to their 
stockholdings at an agreed ratio which was exactly the same as that at 
which dividends were to be distributed. It was held that the right to 
participate in the distributions depended upon one’s stock ownership and 
not upon his ownership of a patented article or a special process. 

In Webb Press Co. Ltd.** the payments met the tests of bona fides, 
reasonableness, and proportion despite the fact that they represented two- 


1583. R.C. §115. 

154 Commercial Iron Works v. Comm’r, 5 TCM 1059 (1946), aff'd, 166 F.2d 221 
(C.C.A.5th 1948). 

155 Talbot Mills, 3 T.C. 95 (1944), aff'd, 146 F.2d 809 (C.C.A.1st 1944) (one judge dis- 
senting), aff'd, 326 U.S. 521 (1946). 

156 Limericks, Inc., 7 T.C. 1129 (1946), aff'd, 165 F.2d 483 (C.C.A.5th 1948). 

157 O.D. 440, 2 Cum. Butt. 215 (1920). 

158 Peterson & Pegau Baking Co., 2 B.T.A. 637 (1925). 

159 Jd. at 640. 

160 W. N. Thornburgh Manufacturing Co., 17 B.T.A. 29 (1929), appeal dismissed 
without written opinion, C.C.A. 7th Sept. 29, 1931. 

161 3 B.T.A. 247 (1925) Acq., VI-1 Cum. Butt. 6 (1927), related case, 9 B.T.A. 238 
(1927), decided in the same year as Peterson & Pegau, supra note 158, and before Thorn- 
burgh, supra note 160. ’ 
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thirds of the net profits of the company, and that the recipient thereof 
owned all but one share of the stock and, in addition, received a salary 
and the regular dividends from the company. The reasons advanced by 
the Board for holding that the royalty payments were not in fact distribu- 
tions of earnings and profits were (1) the royalty agreement was regu- 
larly made; (2) the amount of royalties was substantially identical with 
the amount determined to be reasonable by a prior state court’s decision 
in a controversy between the company, recipient, and other stockholders 
at a time when there was disharmony and when recipient’s holdings were 
much less than at this time; (3) the profits were directly attributable to 
the use of the patents, and even though the percentage of profits paid as 
royalties was large, it was, nevertheless, a lucrative arrangement for the 
company, irrespective of the stock ownership; and (4) all told, the 
arrangement was bona fide and reasonable. 

Countering Commissioner’s claim that payments made to petitioner by 
two of its subsidiaries represented royalties, and as such, business ex- 
penses, the Board held them in reality to be distributions of profits.*® 
Petitioner urged that the items were not business expenses of the sub- 
sidiaries and, therefore, should be disallowed as deductions to the paying 
corporations and deducted from petitioner’s gross income.*** The amounts 
so paid to petitioner, which were designated as royalties, were in part 
consideration of the assignment by petitioner to said subsidiaries of the 
rights to the use of a name together with trademarks and tradenames. 
Accordingly, by treating such payments as dividends, the Board eliminated 
them as deductions of the paying corporations and excluded them from 
petitioner’s net income.*™ 

Recently the Tax Court ** disallowed a deduction for retroactive patent 
royalties paid to petitioner’s controlling stockholder and president because 
it deemed the payments truly to be masked dividends and not an ordinary 


162 Washburn Wire Co., 26 B.T.A. 464, 1146 (1932), rev’d and remanded without dis- 
cussion on this point, 67 F.2d 658 (C.C.A.1st 1933). 

163 Under the then applicable section 234(a) (6), Revenue Act of 1921, which allowed a 
deduction in computing corporate net income of amount received as dividends from domes- 
tic corporations, etc. The consolidated returns filed by the affiliated group treated the 
items in question as income of petitioner and deductions of the paying corporations, and 
Commissioner made no alterations in the returns in respect of the manner in which peti- 
tioner treated the payments. 

164 The Board pointed to the following: control exercised by petitioner; subsidiaries 
organized by parent for express purpose of taking over business conducted in the states 
involved; petitioner’s directors fixed amounts to be paid; and lack of arms-length deal- 
ings between the parties. It paid great heed to uncontradicted testimony of petitioner’s 
financial officer to effect that the purpose of inserting the so-called royalty provisions in 
the agreements, was to obtain the larger part of the earnings of the subsidiaries without 
a declaration of dividends. 

165 Granberg Equipment Inc., 11 T.C. 704 (1948). 
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and necessary business expense.** It further found a total lack of busi- 


ness reality in the transactions relating to the retroactivity of the so-called 
167 





royalties. 


Epitome of Foregoing Discussion 


Only a sale or exchange of a capital asset gives rise to a capital gain or 
loss, and a sum received in settlement of a copyright infringement suit is 
not a capital gain since there is present no sale or exchange. 

A sale of a patent is a capital transaction and the property transferred 
a capital asset if it is not stock in trade or inventory property, or held 
primarily for sale to customers in the ordinary course of the seller’s trade 
or business, or depreciable property used in the trade or business. Now, 
though the patents are depreciable property used in the trade or business 
and not capital assets under section 117(a), the provisions of section 
117(j) may apply. Under section 117(j) the gain would be taxable as 
ordinary income only if the seller is a dealer, 1.e., one who holds the 
property primarily for sale to customers in the ordinary course of his 
trade or business. A transfer of an agreement providing for the assign- 
ment of patents in return for payments realized from the manufacture 
and sale of the product where the assignor is not in the business of selling 
patents and full title passes, is a sale of a capital asset. Where the tax- 
payer is an inventor by trade the sale of a patent is a sale of a business 
asset taxable as ordinary income. 

An inventor who sells to several purchasers and is motivated solely 
by immediate profit, is in trade or business and the sale proceeds are 
ordinary income. So, too, the gain from the sale of a patent by a regularly 
employed inventor who expands his hobby into a business, will be treated 
as ordinary income. The transfer of “shop rights” is not a sale but a 
license. However, where the inventor works as a foreman and sells the 
patents to his employer—never having sold any patents to any other 
persons—the sale by him may be treated as a capital transaction. Like- 
wise, capital gain may result from an isolated or casual sale of a patent. 
Where the element of personal services is ancillary to the main sale, the 
grant may nevertheless be held to be a sale, on the authority of the 
Myers case. 

Periodic payments may be payments on account of the sales price despite 
their nomenclature as royalties. Instalment payments received under a 
contract whereby taxpayer sold his interest in an invention, and trademark 
and royalty contracts relative thereto have been considered to constitute 


166 The alleged royalty was payable to the stockholders in almost the same ratio that 
their stockholdings bore to petitioner’s total stock. 
167 The question of the effectiveness of the agreement for future years was left open. 
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capital gains. In the situations involved in the Rainier and Seattle cases 
the prepaid lump-sum payment in lieu of royalties received by the seller 
for the exclusive and perpetual right to use its tradenames in a limited 
territory, constituted proceeds from the sale of a capital asset and not 
ordinary income and, in respect of the purchaser, was non-deductible as a 
capital expenditure. 

To constitute a sale of a patent the transfer must exclusively grant the 
trinity of rights, viz., to make, use, and sell; in the absence of any one of 
these, the transfer is no more than a mere license. Notwithstanding the 
grant of the entire monopoly, the express retention of title will disqualify 
the transaction as a sale and make it a license only, the M/yers case being 
inapplicable. The nomenclature of the payments or of the agreement is 
not decisive. 

The holding period commences when the inventor reduces his invention 
to actual practice or when, prior to the sale or the filing of a patent appli- 
cation, the invention is ready for manufacture and use. The period ends 
when he assigns it. Where the basis of the transferee is by statute the 
same as that of the transferor, the latter's holding period is tacked on 
to that of the transferee. Conversely, the holding period is reduced by 
reason of the assignee’s rights and user prior to formal written assignment. 

The transfer of complete ownership of foreign patents effects a sale 
of a capital asset and the proceeds are treated as capital gain and not 
royalties even though they are so denominated. 

A lump-sum payment in relinquishment of the right to royalties is 
taxable income. Stock received for a license agreement is taxable at its 
fair market value. Construction costs of machines, being for the con- 
struction of a capital asset for the use of which royalties are paid, are 
not taxable income as royalties. 

In personal holding company cases the question is whether the pay- 
ments are royalties or generally payments on account of the purchase price, 
compensation for services, or commissions on sales. 

Payments received by an employee for the assignment of patents (ob- 
tained by him in the course of his employment) to his employer under 
an employment contract requiring such assignment without compensation 
are additional compensation. But this may not be so where the patents 
become the property of the employer by virtue of specific agreement. 
Proceeds from the settlement of a copyright infringement suit are not 
compensation, as the recipients are not employees. Hence section 107 is 
not applicable. 

Distributions labelled as “compensation,” “interest,” “rent,” or “royal- 
ties’ may, in fact, be constructive dividends taxable as dividends. A 
specific test as to whether the payments are dividends or not is whether 
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they are based on and proportionate to the use of another’s article or 
process of manufacture rather than geared to the year’s profits. Other 
tests beside proportionateness, are bona fides, reasonableness, and retro- 





activity. 
II. ExcLusions FrRoM Gross INCOME *® 
A. Damages for Loss of Profits 


In a broad sense, it may be said that inasmuch as business profits are 
taxable income, recoveries in litigation based upon loss of profits by 
reason of defendants’ acts are similarly taxable income.**® What is im- 
portant in order to determine whether the damages recovered in litigation 
are taxable income, is to consider the amount involved in the circum- 
stances of the claim and to inquire into the nature of the right or interest 
in place of which the damages were awarded.*” It is generally agreed 
that amounts received as a return of capital or investment are not taxable 
income. In a kindred class are amounts received as recoveries for injuries 
to capital, which have been held not to be income, no matter when 
collected.*™ 


168 Among items excludible from gross income is “income” accrued prior to March 1, 
1913. See Reg. 111, Sec. 29.22(b)-1. Besides items exempt under section 22(b), are those 
covered by I.R.C. §§22(k), 112, 116, 119, 127(c), 171, and 201 to 252, inclusive. The 
gain accrued during, and attributable to, the time preceding February 25, 1913 (ratifica- 
tion or adoption of the Sixteenth Amendment) and March 1, 1913 (effective date of first 
law taxing income) is regarded as a capital accretion and non-taxable under the Revenue 
Acts enacted under said Amendment. See Lucas‘ v. Alexander, 279 U.S. 573 (1929), 
affirming 27 F.2d 237 (C.C.A.6th 1928), affirming 21 F.2d 68 (W.D.Ky. 1927). 
See also Art. 90, Reg. 77, Revenue Act of 1932. The following treat of the income 
tax impact of this separative date with respect to patent rights or interests acquired 
prior thereto: (1) treatment of rights acquired prior to March 1, 1913, Saunders v. 
Comm’r, 29 F.2d 834 (C.C.A.3d 1928), reversing 11 B.T.A. 201 (1928); G.C.M. 8896, 
X-1 Cum. Butt. 359 (1931); (2) royalties received under contract made prior to 
March 1, 1913, Patterson v. Anderson, 20 F. Supp. 799 (S.D.N.Y. 1937); (3) income 
from damages for infringement, S.M. 2285, 1II-2 Cum. Butt. 87 (1924), overruling I.T. 
1294, I-1 Cum. Butt. 111 (1922); United States v. Safety Car Heating & Lighting Co., 
297 U.S. 88 (1936), rehearing denied, 297 U.S. 727 (1936), reversing 76 F.2d 133 (C.C.A. 
3d 1935), affirming 5 F. Supp. 276 (D.C.N.J. 1933), distinguishing Saunders, supra, 
and in effect invalidating Niels A. Christensen, 33 B.T.A. 79 (1935); Kelly Springfield 
Tire Co. v. United States, 38-2 USTC 9522 (D.C.N.J. 1938), aff'd without discussion 
on this point, 110 F.2d 823 (C.C.A.3d 1940) (to same effect as Safety Car, supra). 
See also text IL.B. infra. 

169 Ruth Alexander, B.T.A. Memo. Dkts. 97897-8. CCH Dec. 12038-A (1941); 
Herman J. Sternberg, 32 B.T.A. 1039 (1935) Acq. XIV-2 Cum. Butt. 21 (1935) ; 
W. W. Sly Mfg. Co., 24 B.T.A. 65 (1931); Armstrong Knitting Mills, 19 B.T.A. 318 
(1930) ; Banta Refrigerator Co., 15 B.T.A. 1038 (1929) Acq., VIII-2 Cum. Butt. 4 
(1929) ; Commercial Electrical Supply Co., 8 B.T.A. 986 (1927). 

170 Farmers & Merchants Bank v. Comm’r, 59 F.2d 912 (C.C.A.6th 1932), reversing 
20 B.T.A. 622 (i930). ’ 

171 See 1 MerTENS, LAW or FepeRAL INCOME TAXATION §§5.06 and 5.07 (1942). 
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B. Damages for Patent Infringement—After March 1, 1913 


The receipt by petitioner of certain moneys as a result of an equity 
decree for patent infringement has been held to constitute taxable income 
to him.’** The sole issue was not the amount of damage, if any, but the 
amount of profits realized by the infringer out of its use of the petitioner’s 
invention. The Board reasoned: patent infringements give rise to actions 
in damages, the cause of action sounding in tort and being technically 
legal rather than equitable; the measure of damages is the amount of 
profits which the patent owner has failed to realize by reason of the 
infringer’s wrongful act; but since the owner may not have suffered any 
damage by reason of such infringement, the courts have recognized an 
equitable procedure whereby the owner may sue the infringer for the 
profits which the infringer has realized. This was the procedure adopted 
here. 

The Banta *** case held as taxable income an amount received by peti- 
tioner in settlement of a suit for damages against another company for 
using working drawings, patterns, designs, and wood cuts which were 
purloined from petitioner’s factory, and for selling equipment identical 
in design with those produced by petitioner, which conduct had resulted 
in a considerable loss of business to petitioner. 

Whether an amount received by petitioner in compromise settlement 
of an anti-trust suit for damages for conspiracy resulting in the destruc- 
tion of the profitable business, property, and good will of petitioner’s 
predecessor was ordinary income or a non-taxable capital return, was 
resolved against the taxpayer in Raytheon Production Corporation v. 
Commissioner.’** In settlement of the suit petitioner received a lump- 
sum payment and defendant received patent license and sub-licensing 
rights.**° A lesser portion of this payment was treated as income from 
patent licenses, but the controversy centered about the remaining part. 
As to this, the petitioner’s contentions were that it was not taxable be- 
cause it was realization from a chose in action and represented compensa- 
tion for damages caused by the tortious acts, merely being reimbursement 


172W. W. Sly Mfg. Co., 24 B.T.A. 65 (1931), supra note 169. See also Mathey v. 
Comm’r, 177 F.2d 259 (C.C.A.1st 1949), supra note 149, and infra note 178. 

173 Supra note 169. 

174144 F.2d 110 (C.C.A.1st 1944), affirming 1 T.C. 952 (1943), cert. denied, 323 U.S. 
779 (1944). 

175Jn holding the amount taxable, the Court did not have to consider whether the 
Tax Court erred in holding there was insufficient evidence to enable it to determine what 
part of the lump-sum payment received by taxpayer was properly allocable to com- 
promise of the suit and what part to payment for certain patent license rights which 
were conveyed as a part of the settlement. See Specialty Engineering Company, 12 T.C. 
1173 (1949). 
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for the injury sustained by its business and capital assets and partial 
restoration of its assets to their former value.*** The Court reasoned 
that damages recovered in anti-trust suits are not necessarily non-taxable 
returns of capital, since, as in other types of tort actions, recoveries repre- 
senting reimbursement for lost profits are income, the proceeds of the 
litigation being merely substitutes for the profits. Under the rationale of 
the Farmers & Merchants*™ case the query is “In lieu of what were the 
damages awarded?” Recoveries in suits not for lost profits but for injury 
to good will, are returns of capital and not taxable, subject to certain 
limitations. Here, though the recovery represented a capital return in 
that it took the place of the business good will, it was held nevertheless 
that it contained a taxable benefit, and that compensation for the loss of 
petitioners’ good will in excess of its cost was gross income.'™® 





C. Cancellation of Debt 


Where in 1927 a successor parent corporation had cancelled a debt for 
royalties, loans, and interest owing by its subsidiary company which had 
in prior years accrued and deducted the amount of such debt, it was held 
that the subsidiary had not received taxable “income” but a contribution 
to its capital.**° The Court stated that the Board in finding that the parent 
company had acted gratuitously in forgiving the debt, had held correctly 
pursuant to the regulations in effect.**° 


176] T.C. 952, 958 (1943). 

177 Supra note 170. 

178 Petitioner, in securing original Raytheon’s assets in a tax-free reorganization, car- 
ried over the same basis for the good will. The record was devoid of evidence as to the 
amount of this basis, and the amount of any non-taxable capital recovery not being 
ascertainable, the entire recovery for destruction of the good will was properly included 
in computing taxable income. Sce also Mathey v. Comm’r, 177 F.2d 259 (C.C.A.1st 
1949), affirming 10 T.C. 1099 (1948), supra notes 149 and 172, holding patent infringe- 
ment award taxable as ordinary income and not partial recovery of a capital loss repre- 
sented by damage perpetrated by infringer to petitioner’s business for purpose of destroy- 
ing him as a competitor. Record disclosed petitioner claimed and recovered lost rentals, 
profits, etc. as result of infringement; no part of award was compensatory of loss of 
some capital assets. Sce Sly, supra note 172. 

179Comm’r v. Auto Strop Safety Razor Co., Inc., 74 F.2d 226 (C.C.A.2d 1934), 
affirming 28 B.T.A. 621 (1933). 

180 Art. 49, Reg. 69, first adopted in substantially the same form under the Revenuc 
Act of 1918. Cf. Reg. 111, Sec. 29.22(a)-13; see also Reg. 111, Sec. 29.22(b)(9)-1. Sec 
further the discussion in 1 MERTENS, op. cif. supra note 171, §5.20, and note 73 supra; 
Comm’r vy. Jacobson, 336 U.S. 28 (1949), reversing 164 F.2d 594 (C.C.A.7th 1947), 
reversing in part, 6 T.C. 1048 (1946); and Helvering v. American Dental Company, 
318 U.S. 322 (1943). 
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Epitome of Foregoing Discussion 


Generally, recoveries predicated upon loss of profits because of de- 
fendant’s acts are taxable income and, conversely, recoveries for injuries 
to capital are not income. In patent infringement suits the infringer may 
be sued, under an equitable procedure, for the profits which he has 
realized, thus subjecting to taxation the sums recovered therefor by the 
plaintiff. Plaintiff's damages for the wrongful use of working drawings 
and the like, and the sales of identically designed equipment by another, 
resulting in a loss of business to plaintiff, were held to be taxable income. 
Though a recovery may represent a capital return, as where it takes the 
place of business good will, it may nevertheless contain a taxable benefit, 
so that compensation for loss of good will in excess of its cost may 
constitute gross income. 


III. To WHom IncoME Is TAXED 


In respect of amounts which are concededly taxable income, the question 
often is propounded as to who should bear the burden of the tax. And 
this question, in turn, issues from the consideration of the following: 
Who is the owner of the property from which the income is derived? 
Is the assignment one of corpus or of anticipated income? Was the in- 
come constructively received by the one sought to be taxed? Is there a 
particular relationship between the taxpayers—familial or corporative? 


A. Special Relationship between Taxpayers 


1. Family Relationships—Intra-family Assignments. “The dominant 
purpose of the revenue laws is the taxation of income to those who earn 
or otherwise create the right to receive it and enjoy the benefit of it when 
paid,” *“* and a taxpayer cannot “escape all tax by giving away his right 
to income in advance of payment.” ***? The courts have consistently re- 
garded with jaundiced eyes such income-shifting devices as assignments 
to any member or members of one family of anticipated income, e.g., 
unearned salary. or wages or future income from property over which 
control is retained by the assignor, and have held such assignments to be 
ineffective as a means of shifting the burden of the income tax. It was, 
therefore, somewhat unexpected to find the Eighth Circuit Court and 
the Tax Court, respectively, in the Sunnen*** and Strauss *** cases, veer 


181 Helvering v. Horst, 311 U.S. 112, 119 (1940). 

182 Jd. at 116. 

188 Sunnen v. Comm’r, 161 F.2d 171 (C.C.A.8th 1947), affirming and reversing in part 
(on the point involved here), 6 T.C. 431 (1946). See note 151 supra. 

184 Strauss v. Comm’r, 8 T.C. 1058 (1947). See note 150 supra.. 
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from the traditional view and decide in favor of the taxpayer. But any 
hopes then entertained by optimists that the Eighth Circuit’s decision might 
indicate a propensity to tax royalty income to the assignee were short- 
lived, for no sooner had the Supreme Court nullified that decision,** 
than the Tax Court was reversed by the Second Circuit in the Strauss *** 
case. In Sunnen the issue relevant here was whether petitioner was tax- 
able on income from several non-exclusive patent license royalty agree- 
ments that he had assigned to his wife. Petitioner, president of a com- 
pany engaged in manufacturing and selling patented articles, owned 89% 
of the company’s stock while his wife owned 10%. He applied for certain 
patents and then entered into contracts with the company whereby he 
licensed it to manufacture and sell the devices in consideration of a 
royalty payable to him. The contracts were for limited periods and 
subject to mutual cancellation without liability. Petitioner, by way of 
gifts, assigned all his rights in the contracts (but not the patents) to 
his wife. The Tax Court, relying upon its own prior decision in the 
Dodson **’ case, held the royalties (with one exception) that were paid 
to the wife to be taxable to petitioner on the theory that he retained control 
over the income. The Circuit Court considered that the payments were 
not income to him.'** The solution to the question, in its judgment, rested 
on determining ‘“‘on which side of the line that separates ‘gifts of income- 
producing property and gifts of income from property of which the 
donor remains the owner’ the income of Mrs. Sunnen from royalties 
falls.” **° It held the rule to be “established that a royalty contract is the 
producing source of the royalty income and that such income is taxable 
to the assignee’’; **° that under the state law as well as the law generally 
“an assignment of a contract without reservation vests in the assignee 
all the title that the assignor possessed” ;*** and that here, unlike the 
Schaffner **? and Horst*® cases, the “assignments of the royalty con- 
tracts were conveyances in praesenti of vested income-producing property 


185 Comm’r v. Sunnen, 333 U.S. 591 (1948), reversing 161 F.2d 171 (C.C.A.8th 1947), 
supra notes 151 and 183. 

186 168 F.2d 441 (C.C.A.2d 1948), reversing and affirming in part, 8 T.C. 1058 (1947), 
cert. denicd, 335 U.S. 858, rehearing denied, 335 U.S. 888 (1948). See notes 150 and 184 
supra. 

187 Estate of J. G. Dodson, 1 T.C. 416 (1943), petition for revicw dismissed, C.C.A.5th 
Sept. 1, 1943. 

188 The case went to the Supreme Court on certiorari, the Commissioner alleging that 
the result in the Circuit Court conflicted with prior decisions of the Supreme Court. 

189161 F.2d 171, 174 (C.C.A.8th 1947). 

190 Jd. at 175. 

191 [bid. 

192 Harrison v. Schaffner, 312 U.S. 579, 583 (1941). 
193 Helvering v. Horst, 311 U.S. 112 (1940), supra note 181 and infra note 218. 
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rights and not mere gifts of money payable in the future from the earn- 
ings of the donor or from income-producing property owned by him.” * 
The Circuit Court rejected the Tax Court’s finding and decision that 
petitioner, either individually or as the majority stockholder, had the 
power to cause the income from the royalty agreements to evaporate and 
thus to defraud the assignee.’” 

The Supreme Court, giving due regard to the principles enunciated in 
the Clifford-Horst *** line of cases, was drawn to the Tax Court’s holding 
that there was merely a transfer of the right to receive income rather than 
a complete disposition of all of taxpayer’s interest in the contracts and 
royalties. It stated: 


The taxpayer’s purported assignment to his wife of the various license con- 
tracts may properly be said to have left him with something more than a 
memory. He retained very substantial interests in the contracts themselves, 
as well as power to control the payment of royalties to his wife, . . . .1% 


It was moved by the following considerations: (1) taxpayer’s practicai 
control of the contracts; (2) his capacity to regulate the amount of 
royalties payable to his wife; (3) his continued ownership of the patents 
and the non-exclusive nature of the licenses involved;*** and (4) the 
absence of any indication that the assignment had effected any substantial 
change in his economic status. 

In short, the “transactions were simply a reallocation of income within 


the family group, a reallocation which did not shift the incidence of 


income tax liability.” ** - 


194 Supra note 189, at 175. 

195 See discussion of the Circuit Court decision, 60 Harv. L. Rev. 1161 (1947). Cf. 
notes 198 and 205 infra. 

16 Helvering v. Clifford, 309 U.S. 331 (1940). 

197 333 U.S. 591, 608 (1948), presaged in Estate of J. G. Dodson, 1 T.C. 416 (1943). 

198 The Court stated that had taxpayer retained the license contracts and assigned 
the right to receive the royalty payments accruing to him, such payments would clearly 
have been taxable to him, citing Lucas v. Earl, 281 U.S. 111 (1930) and Burnet v. 
Leininger, 285 U.S. 136 (1932). It did not deem it necessary to consider taxpayer’s 
plea that the contracts rather than the patents were the ultimate source of the royalty 
payments and constituted income-producing property, the assignment of which freed tax- 
payer from further income tax liability. Cf. Julius E. Lilienfeld, 35 B.T.A. 391 (1937), 
infra notes 204 and 205. 

199 333 U.S. 591, 610 (1948). Query whether the decision may have been different had 
the royalty contract been with an uncontrolled company and had taxpayer assigned it 
to his wife or children. Cf. Washington v. Comm’r, infra notes 208 and 210. 

The value of inter-spousal assignments of such contracts has been minimized by the 
income-splitting provisions of the Revenue Act of 1948. Cf. Helen N. Winchester, 
Administratrix, 27 B.T.A. 798 (1933), where the element of control was considered with 
respect to California community property gain. 

The decision in Comm’r vy. First State Bank of Stratford, 168 F.2d 1004 (C.C.A.5th 
1948), reversing 8 T.C. 831 (1947), cert. denied, 335 U.S. 867 (1948), seems to be in 
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The Second Circuit’s decision in the Strauss ** case on the royalty 
issue was obviously forecast by the outcome in Sunnen. In Strauss peti- 
tioner, for the rendition of certain services to a corporation in connection 
with the financing of the Kodachrome color process, was entitled to 
receive a percentage of the royalties of the process. Petitioner donatively 
transferred to his wife all his rights and she received all the royalties and 
included them in her returns. Commissioner, however, included them in 
petitioner’s income as payment of services rendered by him. Before the 
Tax Court, petitioner, relying primarily on Nelson v. Ferguson, claimed 
that his services were paid for by the inventor’s assignment to him of an 
interest in the process royalties whereby he acquired ownership of a 
property right in the process, and that the amounts received by his spouse 
as royalties were not compensatory of his services but were income from 
property which she herself owned. 

The Tax Court,”” in an attempt at a bold departure from the previous 
cases, held that petitioner had met the requirements of Blair v. Commis- 
sioner.* The Circuit Court ** reversed and, without referring to the 
Sunnen case but stating that it considered the Eubank decision as con- 
trolling, decided that the assigned interest was only of the right to receive 
a percentage of the royalties. It indicated that the payments were the 
result of personal services performed in the past by taxpayer, for which 
he did not receive any part of the process itself or any right to control 
the disposition thereof. Instead, he had obtained the enforceable promise 
of the owner of the process that he wauld be paid a definite portion of 
the royalties. In other words, his interest in the process was no greater 
than a contract right to receive certain ascertainable sums of money; 
from first to last his pay for his services was to be only in money de- 





line with a perceptible trend towards expansion of the assignment of income doctrine as 
exemplified by the Sunnen case. 

199a See note 186 supra. 

200 56 F.2d 121 (C.C.A.3d 1932), cert. denied, 286 U.S. 565 (1932). Nelson obtained 
letters patent and assigned the patent to W. Co., his employer. W. Co. was to exploit the 
patent and pay him part of the net profits. Under specified contingencies he could require 
a reassignment and terminate the contract. Later he assigned to his wife all his interest 
in the profits from the contract. Commissioner charged the income to him. The Court 
held (1) the contract vested property rights in both parties, #.c., the patent in W. Co. and 
the right to certain of the profits in Nelson which was not defeated by the reserved con- 
tingent right to the reassignment, and (2) the contract was assignable to a stranger or 
his wife, and the assignment was not one of his future salary or personal earnings but 
of an existing thing, viz., property in a contract. Here the income sprang from assigned 
property. See note 195 supra and infra notes 205 and 216. 

2018 T.C. 1058 (1947), Judges Harron and Opper dissenting. 

202 300 U.S. 5 (1937). The Court distinguished Helvering v. Eubank, 311 U.S. 122 
(1940), supra note 199, and infra note 221, which it held penne, 

203 168 F.2d 441 (C.C.A.2d 1948), supra note 186. 
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terminable in amount by reference to the royalty agreement covering the 
process. 

In Julius E. Lilienfeld,*** an earlier case, the taxpayer prevailed on an 
assignment of an exclusive license to his wife. It was, the Board stated, 
the license agreement that was productive of the income and petitioner’s 
assignment constituted an assignment of this agreement.” This was 
consistent with a prior holding *°* to the effect that the assignment of an 
interest in an invention or secret formula is a transfer of property or 
property rights, and that the fact that letters patent have not been granted 
or applied for at the date of the assignment is immaterial.*’ 

In Washington v. Commissioner *° assignments by petitioner to his 
wife and children (pursuant to a prior informal letter agreement) of 
shares of income due him under a royalty contract with a company,”” 
even if constituting a transfer of interest in the contract itself, did not 
relieve him of tax liability on the entire royalty income where the assign- 
ments provided that the assignees should each take subject to a portion of 
the liability for assignor’s financial obligations. The letter contained 
limitations upon the right of the wife and children which could not be 
ignored.”*° 

The Harroun*™ case presented not only the usual question whether 
a valid transfer had been made to petitioner’s wife, but also petitioner’s 


204 35 B.T.A. 391 (1937). Sce note 205 infra. 

205 Cf, this contention made by taxpayer in the Sunnen case which the Supreme Court 
deemed unnecessary to meet. Supra note 198. The Lilienfeld case is distinguished from 
those cases involving assignments of salary or earnings of the assignor in G.C.M. 19,213, 
1937-2 Cum. Butt. 220, 222. Some doubt has been cast upon the authority and value of 
the Nelson and Lilienfeld cases, supra notes 200 and 204, and infra note 216, by reason of 
their earlier vintage. (Casey, Sale of Patents, Copyrights and Royalty Interests in 
ProceeDINGs OF New York UNIvERSITy SEVENTH ANNUAL INSTITUTE ON FEDERAL 
TAXATION 383, 396 (1949) ) 

206 John F. Canning, 29 B.T.A. 99 (1933). 

207 Commissioner insisted petitioner was required to render certain services, and it must 
be assumed the payments represented in part compensation for services so rendered, 
and hence the monthly payments made by the company were taxable income to petitioner 
regardless of any assignment. The Board did not pass directly on this point, merely 
finding petitioner was not bound to do the things referred to by respondent except upon 
the company’s making request therefor and advancing the necessary expenses, and no 
such request was received by petitioner. Sec also Ralph M. Lovejoy, B.T.A. Memo. Dkt. 
93197. P-H 39,186 (1939), and Washington v. Comm’r, infra note 208. 

208 80 F.2d 829 (C.C.A.2d 1936), affirming 30 B.T.A. 788 (1934), cert. denied, 298 U.S. 
689 (1936). 

209 Petitioner, so as to keep the process he invented secret while manufacturing and 
selling the product, organized the company, with himself as president and owner of all 
the preferred and $300,000 common stock. 

210 Judge Manton of the Second Circuit, dissenting, believed that petitioner should have 
been taxed upon only one-fifth of the income from the royalty contract retained by him. 

211 Ray Harroun, 4 TCM 786 (1945). 
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alternative contention that the income was the result of his personal 
services and should be included in computing his earned income credit.”** 
Commissioner’s action in including in petitioner’s income the amount re- 
ported by his wife was upheld on the basis that the evidence was in- 
sufficient to show that a valid transfer to his wife was actually made prior 
to the payment. In considering the second issue, the Court stated that 
petitioner’s argument brought him within the scope of Lucas v. Earl ** 
and Burnet v. Leininger,”* and tended to weaken his arguments upon the 
first issue. It declined to disturb respondent’s computation of petitioner’s 
earned income credit in the absence of any showing that a portion of the 
amount paid to petitioner as royalties actually constituted compensation 
for personal services rendered. 

In the Dreymann *” case (decided after Sunnen and Strauss), which 
also involved other issues, the Court held that what petitioner had as- 
signed was not his future salary or personal earnings, as in the Earl and 
Horst cases, but a property interest, and since the so-called “royalty” in- 
come stemmed from that property interest, of which one-half had been 
assigned to his daughter, it followed that only one-half of the income in 
question was includible in petitioner’s gross income. The Court pointed 
out that the oral agreement between petitioner and his daughter was 
enforceable since it was based on the valuable and vital assistance which 
she was to, and did, render and that having performed her part, she 
acquired a one-half equitable interest. 

Concerning the taxability of royalties upon books written by taxpayer 
and payable to him under contracts with his publisher but assigned by 
him to his children, a District Court has held them properly taxable to 
the author. In the Court’s view it was immaterial whether the royalties 
were income derived from personal services or from income-producing 
property.”° The assignments amounted to little more than a direction to 
pay the royalties to the assignees, and the Court found the circumstances 
to be unlike those in the Blair *** case but controlled rather by the doctrine 





212 Under I.R.C. §25 as then applicable. 

213 281 U.S. 111 (1930), supra note 198. 

214 285 U.S. 136 (1932), supra note 198. 

215 See notes 48, 55, 110, 111, and 143 supra. 

216 Lewis v. Rothensies, 61 F. Supp. 862 (E.D.Pa. 1944), aff'd per curiam, 150 F.2d 
959 (C.C.A.3d 1945). The Court deemed it to be a close question whether the royalties 
were personal service compensation clearly taxable to taxpayer under Lucas v. Earl, 
supra notes 198 and 213, or (as it decided) income from income-producing property. 
It considered this in relation to Nelson v. Ferguson, supra notes 200 and 205. See notes 
195 and 202 supra. 

217 300 U.S. 5 (1937), supra note 202. The Court in Lewis v. Rothensies, 61 F. Supp. 
862, 863, stated that the Blair case “marks the extreme limit to which the theory that 
a transfer of income involves also a transfer of corpus can be pushed. . . .” 
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of Horst.** Here taxpayer’s literary property had been transmuted into 
a contract chose in action, but the assignments did not purport to convey 
any interest in the contract. In the Blair case, on the contrary, “the right 
to income from the trust property was thought to be so identified with 
the equitable ownership of the property . . . that a gift of the income by 
the beneficiary became effective only as a gift of his ownership of the 
property producing it.” **° 

Two recent cases **° involved assignments by the taxpayer, Wode- 
house, to his wife of a one-half interest in the manuscripts and copy- 
rights of unpublished stories before he made sales thereof. In one of the 
cases the Second Circuit Court held that the record did not support the 
Tax Court’s finding that the assignment was not a bona fide gift because 
real donative intent was lacking. The fact that the donor’s conceded 
motivation for the gift was the reduction of his taxes did not prevent his 
making a valid gift. Hence, taxpayer was not taxable on the share of the 
royalties received by his wife. The Second Circuit Court was of the 
opinion that the gift deprived Wodehouse absolutely of all interest in or 
control over the property transferred. In the other case the Fourth Circuit 
Court, however, held that the assignments lacked economic reality and 
that the taxpayer, in substance, attempted merely to assign to his wife a 
share in his future income.” 

2. Intra-corporate Relationship—As Between Corporation and Its 
Officers or Stockholders. The peculiarly artificial relationship existing 
between a stockholder or ‘officer and a closely-held corporation, and the 
informality with which such a corporation may conduct its affairs, often 
give rise to the question whether the stockholder or the corporation is 
taxable on what is concededly taxable income. The courts handling such 
controversies must consider them in their relationship to the doctrines of 
constructive receipt of income and recognition or disregard of the cor- 
porate entity. Some of the cases relating to copyrights and patents are 
referred to in the footnotes.*”” 

218 311 U.S. 112 (1940), supra notes 181 and 193. 

219 Supra note 216, at 863, quoting from the Horst case. 

220 Wodehouse v. Comm’r, — F.2d — (C.C.A.2d 1949), reversing 8 T.C. 637 (1947) on 
this point. Contra: Wodehouse v. Comm’r, — F.2d — (C.C.A.4th 1949), affirming the 
Tax Court. 

221 The Second Circuit Court distinguished the Eubank case, supra notes 199 and 202, 
since here donor had no contract right to royalties when he made the gift but assigned 
property as freely transferable by gift as realty or securities. Judge Clark, dissenting, was 
of the opinion that Wodehouse should not escape taxation merely because the assign- 
ment was made before the sale rather than after, when the income would concededly 
have been taxable to him in the light of Eubank. The majority of the Fourth Circuit 
Court (Judge Soper dissenting) preferred the reasoning of Judge Clark’s dissenting 
opinion to that of the majority opinion of the Second Circuit Court. 

222 Fontaine Fox, 37 B.T.A. 271 (1938) (petitioner’s 98% owned corporation not 

6 
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B. Constructive Receipt 


Income may be deemed to be constructively received when the taxpayer 
waives its actual receipt or turns his back on it, e.g., when an owner of 
an interest in an invention considers his share of payments collected by 
his licensee from others (and not reported by him) as unearned or de- 
ferred income because the unreported balances are subject to substantial 
conditions and impressed with a trust in favor of the licensee or lessee. 
The Board has rejected such a contention, stating that title to the pay- 
ments vested in petitioner upon their receipt, and had lessee refused to 
make any such payments after receipt of its rentals, clearly lessors could 
have successfully sued for and recovered them.*” 

A deceptive question concerning the taxability of royalties which had 
been applied to the payment of a debt was involved in P. T. Clary.?* The 
Board held that Commissioner had erred in including the royalty amounts 
in petitioner’s gross income. In that case the petitioner never had the 
right to acquire the royalties or dispose of them as he saw fit, and he was 
deemed not to have received them, either actually or constructively. 

In Samuel E. Diescher *** certain sums were paid by the purchaser of 
a license for the right to use petitioners’ inventions and patents. This 
right was sold by a corporation acting as agent for petitioners, and pay- 
ment was made to the corporation under petitioners’ order. It was held 
that the payments were received for the petitioners by the corporation 
as their agent, and constituted constructive receipt of income taxable to 
them in the year received by their agent, irrespective of the fact that 
petitioners did not actually receive the moneys until the following year. 

In G. R. Fouché*** royalties payable to petitioner by a corporation 
under a contract between them (involving rights in the use of a patent, 
copyright, and trademark), which contract was assigned as collateral 


disregarded as separate entity and amount received by it not taxed to petitioner; assign- 
ment of previously made royalty contracts held transfers of property and subsequent 
income therefrom not petitioner’s but corporation’s); Gray Processes Corporation, 43 
B.T.A. 624 (1941), aff'd, 122 F.2d 1021 (C.C.A.3d 1941) (so-called patent royalty 
payments by corporation-taxpayer to its former stockholders deemed constructive divi- 
dends) ; Christian F. Benz, 4 TCM 344 (1945); Wood Process Co., 2 T.C. 810 (1943) 
(distribution of royalties to stockholders effected assignment of income taxable to assignor 
under Earl, Horst, Eubank, and Schaffner doctrines). Sce also Gold & Stock Telegraph 
Co., 26 B.T.A. 914 (1932), affd, 83 F.2d 465 (C.C.A.2d 1936), cert. denied, 299 U.S. 
564 (1936). 

223 Frank W. Elliott, 24 B.T.A. 5 (1931). To the same effect see related case D. D. 
Evins, 24 B.T.A. 8 (1931). 

22442 B.T.A. 1142 (1940). It stated that the facts called for the application of a 
different rule than that applied in Samuel V. Woods, 5 B.T.A. 413 (1926). 

225 36 B.T.A. 732 (1937), supra note 79. 

226 6 T.C. 462 (1946) Acq., 1946-1 Cum. Butt. 2. 
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security to the owner of the patent, copyright, and trademark in so far 
as the royalty payments were concerned, were constructively received by 
petitioner. The fact that under the collateral assignment of the royalties 
they were paid directly to the owner of the patent, copyright, and trade- 
mark rather than to petitioner did not make them any the less taxable 
to him. The payments were royalty expense to the corporation due to 
petitioner for the use of the patent and trademark and the incidental right 
to the owner’s services, and were deductible by the corporation as royalties 
paid.**? 


C. Application of Special Provisions of the Lew 
Form of Business. The issue in Edmund R. Boots *** was whether a 
trust holding patents and collecting and distributing royalties in respect 
of patents and patent applications was an association classifiable as a 
corporation (so that the distributions actually received by petitioner were 
taxable to him as dividends), or a partnership, joint venture, or pool (so 
that he would be taxable on his distributive share of the net income of 
the organization).**° Petitioner was a party to an agreement with two 
companies, to exploit and develop patent rights in a limited field through 
a licensing system. Under the agreement patent rights belonging to the 
parties were pooled and assigned to one of the companies as trustee, for 
the purpose of facilitating the execution of licenses to others and collect- 
ing royalties. Each of the parties performed active service in the common 
enterprise. The organization itself did no manufacturing or selling of 
the patent devices. Practically its entire income was from royalties under 
the patent licenses, and the net income was to be divided equally among 
the parties. The Court found that the trustee’s duties were merely minis- 
terial and decided that the organization was a pool or joint venture more 
nearly resembling a partnership than a corporation. Here there was no 
case where a trustee with full powers and authority conducts a business 
and periodically distributes profits to beneficiaries who are not otherwise 
participants in the conduct of the enterprise. 


227 Also held that two-thirds of the payments were for capital assets and not deductible 
by petitioner since they represented capital expenditures, and one-third thereof was for 
the advisory services of the owner of the patent, etc. and deductible by petitioner either 
as business expenses or as non-husiness expenses incurred in the production of income. 

2286 TCM 756 (1947). 

229 Two years were involved and Commissioner’s determinations of deficiencies for 
each of the years were based upon two completely inconsistent theories, to wit, (1) the 
organization was an association taxable as a corporation; (2) it was a partnership or 
joint venture. On brief, respondent elected to drop the latter contention. 
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Epitome of Foregoing Discussion 


In such cases as intra-family assignments the decisive question is 
whether transferor keeps “something more than a memory,” i.e., such 
control or power over, or such substantial interests in, the transferred 
property or the receipt or payment of the income as to make it reasonable 
to deem the transferor to be the taxable recipient of the income. The 
transaction does not shift the incidence of tax liability if it is, in reality, 
no more than a reallocation of income within the family group. The 
same is true where the interest assigned is only a contract right to receive 
ascertainable royalties resulting from personal services performed in the 
past by taxpayer, who receives neither any part of the process nor any 
right of control over its disposal. In Dreymann, where the father had 
assigned the patent application to his contractor, it was decided that a 
property interest had been transferred to the daughter and, since the 
“royalties” flowed therefrom, only part of the income was taxable to the 
father. 

On the question of constructive receipt, royalties due petitioner but 
applied to the payment of a debt for which he was not responsible per- 
sonally or as guarantor, were held not taxable to petitioner where he did 
not have the right to acquire the income or dispose of it as he saw fit 
and never, either actually or constructively, received it. 


IV. ConcLusION 


The following are broadly suggested as legislative desiderata. The 
possible loss of any revenue should not be substantial enough to out- 
weigh the need and justification for such amelioration of the existing 
law. Legislation along some of the proposed lines has previously been 
introduced but without results : 

1. (a) The major design and objective of capital gains sanction the 
extension of their benefits to one-package sales by professional artists. 
Such advantages should also be effective with respect to each of the 
separate rights. If licenses are treated as sales the benefits will also accrue 
to members of the artist’s family who may inherit the copyright. It is 
chiefly the sincere and superior professional craftsmen who, too often, 
gather the rewards for their work only after lengthy periods of labor or 
building up of their popularity. Generally, these returns are far from 
the sparse windfalls which are publicized so greatly. The professional 
class needs and should be accorded more attention and encouragement 
than the amateurs to whom the present favors of the capital gains pro- 
visions largely flow. If our general progress and welfare are to be 
enriched and fostered it is the former especially, who should be helped. 
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(b) The artist should be elevated from his inferior tax footing to the 
level of the investor. Congress should take cognizance of the business 
realities and permit the realization of capital gains on grants of severable 
rights indiscriminately to professionals and amateurs. The theory that 
the copyright is indivisible for tax purposes should be abandoned. If the 
rationale of the Rainier and Scattle cases is accepted, one may, by par- 
celling off a tradename territorially, or by fragmentizing a patent, obtain 
capital gains results from what are really sales of separate rights. Authors 
should be brought up to parity with inventors in this respect so as to 
enable them to receive the maximum benefits from their intellectual 
property. In this connection, it might also be considered whether it would 
not be desirable to include situations, as in Sabatini and the English 
Nethersole case, where the grants are limited not only to the rights 
transferred but also as to the period for which they are to be used. 

2. The benefits of section 107 should be liberalized so as to remove 
or reduce its inadequacies and limitations. This may not be as favorable 
as 1(a) and (b). This may, of course, renew or increase requests for 
extension of the “averaging” principles or devices to other taxpayers. 
However, in this regard, it should be remembered that certain classes of 
taxpayers already enjoy the advantages of averaging in one form or 
another. 

3. The surtax rates on gains, profits and income from artistic, scientific, 
and similar works should be lowered and a maximum ceiling fixed 
therefor. 
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Notes 


Bad Debts: Business or Non-Business? 4A, an individual, discovers 
that a loan he has made has become worthless. He decides to deduct his loss 
on his income tax return. If his taxable year were one beginning prior to 
January 1, 1943, A’s problem would be limited to the determination of the 
fact that he had a bad debt loss and of the amount thereof. But since the 
passage of the Revenue Act of 1942 the individual taxpayer claiming a bad 
debt deduction has had to make a further determination. Section 124(a) of 
the Revenue Act of 1942* added section 23(k)(4) to the Internal Revenue 
Code, effective for taxable years beginning after December 31, 1942, and 
thus introduced the concept of the “non-business” debt into the individual tax- 
payer’s income tax picture. (All bad debt losses suffered by the corporate 
taxpayer have always been considered to be losses from business debts.) 
“The legislative history of section 23(k) (4) indicates that its principal pur- 
pose was to place a limitation upon losses from bad debts, such as loans to 
relatives or friends, which had no connection with the business of the lender,” ? 
thus avoiding the abuse of deductions for debts the taxpayer really did not 
expect to collect. The arrival of the new section was noteworthy for two 
major reasons : 

(1) Debts classified as “non-business” were to be considered not ordinary 
deductions but short-term capital losses, subject to the limitations provided 
in section 117 of the Internal Revenue Code with respect to gains and losses 
from the sale or exchange of capital assets.* 

(2) “Non-business” bad debts were to be considered in the determination 
of taxable income only in the year in which they became totally worthless. 
No deduction was to be allowed for partially worthless “non-business” debts.® 

As a result of litigation involving this new ‘concept, it has become apparent 
that the first of these two changes is the more startling. If, in the example 
above, A had gross income of $100,000, and sustained a bad debt loss of 
$50,000, he could, before the Revenue Act of 1942, get a tax benefit from 
the entire amount of his loss by virtue of the full deduction. With the advent 
of section 23(k)(4), however, if A’s loss is determined to have resulted 
from a “non-business” debt, he must consider it in conjunction with his other 
capital gains and losses. Unless his net gains from capital transactions, ex- 
clusive of the bad debt loss, total at least $49,000,° he will not benefit to the 
full extent of the loss in the year of the loss. Even after he takes advantage 


156 Srart. 798, 26 U.S.C. §23(k) (4) (1942). 
2 Robert Cluett, 3rd, 8 T.C. 1178 (1947). 
3 MertENS, THE Law oF FEDERAL INCOME TAXATION §30.91 (Supp. 1949). 
4T.R.C. §23(k) (4). 
5 Reg. 111, Sec. 29.23(k)-6. 
6 T.R.C. §117(d) (2). 
412 























NOTES . 413 


of the capital loss carry-over provisions of the Internal Revenue Code,’ it 
is more than likely that some part of his bad debt loss will result in no tax 
benefit whatsoever. The important question, therefore, is: What distin- 
guishes a non-business debt from a business debt ? 

Section 23(k) (4) provides two criteria in answer: First, “the term ‘non- 
business debt’ means a debt other than a debt evidenced by a security” as 
defined in paragraph (3) of section 23(k). Since paragraph (3) defines 
“securities” in very certain terms, this exclusion from the realm of non- 
business debts presents no stumbling block in the search for a convenient 
standard by which the two types of debts can be distinguished. Second, the 
term “non-business debt” means a debt “‘other than a debt the loss from the 
worthlessness of which is incurred in the taxpayer’s trade or business.” In 
almost all instances the taxpayer is anxious to prove that his loss stems from 
a business debt, that is, that the loss has been incurred in his trade or business. 
But what evidence must he present to substantiate his contention? 

Section 29.23(k)-6 of regulations 111,8 as amended by T.D. 5234° and 
T.D. 5458,?° sheds some light. First, this section provides that whether the bad 
debt loss is incurred in the taxpayer’s trade or business is a question of fact in 
each particular case. However, the determination of this question is to be sub- 
stantially the same as that which is made for the purpose of ascertaining 
whether a loss covered by section 23(e)(1) is a business loss. This is im- 
portant because the substantial amount of litigation involving section 23(e) (1) 
can be considered in the solution of problems involving section 23(k) (4). 
Second, borrowing language from the Report of the House Ways and Means 
Committee on the Revenue Act of 1942," the section provides that in the 
determination of the character of the debt the important consideration is the 
relationship between the bad debt Joss and the taxpayer’s trade or business. 
Thus, neither the situation under which the debt was created or acquired by 
the taxpayer nor the use to which the borrowed funds are put by the debtor 
is controlling. If the relationship between the Joss and the taxpayer’s trade 
or business is a “proximate” one, then the bad debt is a business bad debt. 

An understanding of this provision of the regulations is basic to an under- 
standing of the law relating to non-business bad debts. To illustrate this 
point, the regulations offer six examples. All involve a claim which 4 has 
against B as a result of A’s extension of credit on open account while en- 
gaged in the grocery business. If the claim becomes worthless in A’s hands 
after he has gone out of business, the loss comes under the non-business debt 
provisions, despite the fact that the debt was incurred in a business trans- 
action. If A’s son, C, or if A’s executor, should carry on the business after 
A’s death, and if the debt should then become worthless, then the loss would 


7ELR.C. §117(e) (1). 

8 See note 5 supra. 

91943 Cum. Butt. 119. 

10 1945 Cum. Butt. 45. 

11H. R. Rep. No. 2333, 77th Cong., Ist Sess. 77 (1942). 
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be one resulting from a business debt, although neither C nor the executcr 
was engaged in a trade or business when the claim arose. If A sells the claim 
to D and it becomes worthless in D’s hands at a time when D is engaged in 
such a trade or business that the loss can be considered incident thereto, then 
D has a business bad debt loss. These regulations, then, affirm the rule that 
the taxpayer must be in a trade or business at the time of the worthlessness 
of the debt and that the loss must be related to that trade or business. But 
they provide no guides to aid in the determination of when a taxpayer is 
engaged in a trade or business, nor does reference to section 23(e) (1) men- 
tioned above, or to the regulations ** applicable thereto, help in this respect. 
In a leading case ** the United States Supreme Court has pointed out that 
no regulations or rulings approved by the Secretary of the Treasury (Treasury 
Decisions) have ever been promulgated which interpret the meaning of “carry- 
ing on a business.” 

In connection with the reference above to section 23(e)(1), it should 
be borne in mind that the sections of the Code dealing with deductions 
for losses and those dealing with deductions for bad debts are mutually 
exclusive. In discussing the Revenue Act of 1918, the Supreme Court held 
that since there is a specific provision as to bad debts, losses excluded under 
such provision cannot be allowed under general provisions relating to losses.** 
Thus, losses arising from bad debts may be deducted only under section 23(k). 
This holding would preclude, also, the possibility of a deduction under sec- 
tion 23(e)(2), which provides for deduction of losses if incurred in any 
transaction entered into for profit, though not connected with a trade or 
business. 

Nevertheless, there is one type of situation in which it is possible for losses 
which have their origin in loans to be deducted otherwise than as bad debts. 
Where two individuals who owned all the stock of a corporation and were 
its managing officers, guaranteed loans made to the corporation and paid the 
loans after the corporation had been liquidated, it was held that no deduc- 
tion was allowable for a bad debt, but that a deduction was allowable for a 
loss under section 23(e).’° This result was reached because technically any 
debt which might have been created would have come into existence at the 
time the individuals made good their guarantees, under the right of subro- 
gation. However, no debt was created because at that time the corporation 
had been liquidated and there existed no possibility of repayment. Thus, 
this case involves the unusual situation where a payment which would ordi- 
narily create an uncollectible debt gave rise to a loss deduction under the 
provisions of a section of the Code other than 23(k). For the purposes of 
this discussion, however, this particular case is important mainly because the 
Court stated that the losses were incurred in transactions entered into for 








12 Reg. 111, Sec. 29.23(e)-1. 

18 Higgins v. Comm’r, 312 U.S. 212 (1941). 

14 Spring City Foundry Co. v. Comm’r, 292 U.S. 182 (1934). 
15 Abraham Greenspon, 8 T.C. 431 (1947). 
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profit and not in a trade or business of the individuals as distinguished from 
that of the corporation. 

The same distinction was made in J. B. Book, Jr.,"° the case of a real estate 
operator who was obliged to pay on his guarantee of notes issued under a 
mortgage of property owned by a family trust, of which he was a trustee. 
At the time of the payment on the guarantee, the trust had ceased to exist. 
The Tax Court held that the transaction was an incident not of the taxpayer’s 
real estate business, but of the real estate business being carried on by the 
trust through the trustees acting in their fiduciary capacity. The resulting 
losses, moreover, were deductible by the taxpayer not as debts but as losses 
from transactions entered into for profit, under section 23(e)(2). As in 
the previous case, if the losses had been from debts, they could not have been 
deducted as business debts because it is not enough for that purpose that the 
transactions be merely governed by the profit motive. The importance of this 
distinction will be further developed below. 

Although section 29.23(k)-6 of the regulations refers specifically to sec- 
tion 23(e)(1) of the Code for help in determining whether a loss is one 
incurred in a trade or business, there has been much litigation involving the 
issue whether a particular taxpayer is engaged in a trade or business within 
the meaning of other sections of the Code. This litigation includes cases 
concerning the following questions : 

(1) Whether certain expenses have been paid or incurred in carrying on 
a trade or business ; *” 

(2) Whether, for purposes of the depreciation deduction, certain property 
is being used in a trade or business ; '* 

(3) Whether certain property is held primarily for sale in the ordinary 
course of a trade or business ; *® and 

(4) Whether, for purposes of the net operating loss deduction, certain 
deductions are attributable to the operation of a trade or business regularly 
carried on.?° 

Although the courts do not apply the same tests in all these instances when 
they seek to construe the concept “trade or business,” a consideration of 
cases involving these questions is pertinent to a discussion of non-business 
bad debt losses. Among the important principles which have been produced 
by this litigation are the following: 

1. Generally, “a single isolated activity or transaction is not sufficient to 
constitute a business or trade.” *' Thus, a physician who engaged in isolated 
stock transactions was considered not to be “a broker and capitalist.” ** In 


16 J. B. Book, Jr.. 8 TCM 101 (1949). 

17 TR.C. §23(a) (1). 

18 T.R.C. §23(1) (1). 

19 T.R.C. §117(a) (1). 

20T.R.C. §122(d) (5). 

21 Rogers v. United States, 41 F.2d 865 (Ct. Cl. 1930). 
22 Tbid. 
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the Book ** case the Tax Court held that the taxpayer was not in the business 
of guaranteeing loans and that “the loss in question resulted from an isolated 
transaction not connected with any business he was regularly carrying on.” 
An exception to this general rule is the fact-pattern in the case of Leland 
Hazard,* wherein it was held that a lawyer who sustained a loss on the sale 
of a single piece of rented property was entitled to deduct such loss as one 
from the sale of property used in a trade or business. 

2. Where the isolated transaction, while not constituting a trade or busi- 
ness in itself, is definitely related to a trade or business of the taxpayer, it will 
be considered part of his business activities. A recent decision ** provides 
a good illustration of this principle. The taxpayer was a member of the New 
York Stock Exchange. He received a right to a one-fourth interest in a 
new membership, which he sold, receiving in payment cash and promissory 
notes. When the notes became worthless, he took a deduction for a business 
bad debt. The deduction was sustained by the Tax Court, which said that 
the debt “was closely related to the business of owning and using a stock 
exchange membership for the production of income.” Thus, although the 
taxpayer was not in the business of selling stock exchange seats, the loss was 
proximate to his business of being a member of the exchange. A bad debt 
loss sustained in connection with his rental property by the taxpayer in the 
Hazard case would apparently be deductible if he were still in the real estate 
business at the time of the loss. 

The possible extensions of this rule of “proximity” are indicated by a de- 
cision of the Tax Court in Frank B. Ingersoll,®® involving a lawyer who 
guaranteed the bank loans of a corporation controlled by his family. The 
Court found that the loss he sustained when he had to pay was proximate 
to his business because he had guaranteed and paid the loan in order to keep 
up his standing as a lawyer with the bank. Since every business man is 
obliged to foster goodwill, especially on the part of the banks, this decision 
provides a new argument for the taxpayer claiming a business bad debt deduc- 
tion. However, in a case *’ involving the deductibility under either section 
23(a)(1) or section 23(e)(1) of an expenditure made by a lawyer on behalf 
of a client, the Court held that a voluntary payment made by a lawyer for 
the sole purpose of preserving his professional reputation is neither an ex- 
pense paid “in carrying on business” nor a loss “incurred in business.” Of 
course, in the Jngersoll case, the taxpayer was under a legal obligation to 
pay, and so he had a bad debt deduction, though not necessarily a business 
bad debt deduction, to begin with. That the Tax Court itself, however, will 
not go too far afield in finding a proximate relationship between a bad debt 


23 See note 16 supra. 

247 T.C. 372 (1946). 

25 See note 2 supra. 

267 T.C. 34 (1946). 

27 Friedman v. Delaney, 75 F. Supp. 568 (D. C. Mass. 1948), aff’d, 171 F.2d 269 
(C.C.A.1st 1948). : 
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loss and the taxpayer’s business, is indicated by its recent holding that a 
taxpayer engaged in the business of building homes and selling real estate, 
who made loans to an individual in the business of developing automobile 
sales agencies, did not sustain a bad debt loss in his business.”* 

3. It is possible for very slight activity to constitute doing business where 
the motive is profit, and the size of the activity is not determinative.” 

4. Generally, the finding of a business status depends on the “frequency. 
and continuity of the transactions” *° and on “extensive, varied, continuous 
and regular” activities.** 

5. A trade or business is “that which occupies the time, attention and labor 
of men for the purpose of a livelihood or profit.” ** 

6. It is not essential that the particular trade or business be the only occu- 
pation from which the taxpayer earns his livelihood, nor that it be the one 
to which he devotes the greater part of his time.** 

7. Personal attention to the activity is not decisive, and the fact that an ac- 
tivity is conducted through agents or employees does not take it out of the 
category of a business.** 

8. “The skilled person may be regarded as holding himself ‘out to others 
as engaged in the selling of . . . services’ and hence engaged in business.” ** 

The application of these principles by the courts in their efforts to distin- 
guish business bad debts from non-business bad debts may be discerned in 
the discussion below. 

The thorniest type of case before the courts involving the concept of the 
non-business bad debt, has been that of the stockholder-creditor. The courts 
have recognized that a stockholder of a corporation may be a creditor of the 
corporation if a bona fide debtor-creditor relationship exists.** The fact that 
the taxpayer is the sole stockholder of the corporation does not tend to rebut 
the inference that a loan is intended. ** Such relationship may arise through 
a direct loan from the stockholder to the corporation or through guarantees 
by the stockholder of the corporation’s obligations.** But, in the case of the 
ordinary stockholder, would such debt be a business debt? The Commissioner 
long ago took the position that the business of the corporation is not the 
business of the stockholder even though he is the controlling stockholder and 


28H. C. Thorman, 8 TCM 653 (1949) ; cf. William B. Stout, 8 TCM 988 (1949). 

29 Roney v. Comm’r, 67 F.2d 165 (C.C.A.4th 1933). 

30 Comm’r v. Boeing, 106 F.2d 305 (C.C.A.9th 1939). 

31 Daily Journal Co. v. Comm’r, 135 F.2d 687 (C.C.A.9th 1943). 

32 Fackler v. Comm’r, 133 F.2d 509 (C.C.A.6th 1943). 

33 See, e.g., Harvey v. Comm’r, 171 F.2d 952 (C.C.A.9th 1949); Roney v. Comm’r, 
supra note 29; Fackler v. Comm’r, supra note 32. 

34 See, ¢.g., Welch v. Solomon, 99 F.2d 41 (C.C.A.9th 1938); Comm’r v. Boeing, 
supra note 30. 

35 Sce note 31 supra. 

386 See, e.g., Van Clief v. Helvering, 135 F.2d 254 (App. D. C. 1943) ; Daniel Gimbel, 
36 B.T.A. 539 (1937). 

37 Van Clief v. Helvering, supra note 36. 

38 E.g., Daniel Gimbel, supra note 36. 
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even though he devotes a good part of his time to the affairs of the corpora- 
tion, so that when the stockholder pays the expenses of the corporation he 
may not deduct them on his own return.*® This position has been sustained 
by the United States Supreme Court.*° 

In Burnet v. Clark,*? involving a stockholder-officer, the Supreme Court 
stated: “The respondent was employed as an officer of the corporation ; the 
business which he conducted for it was not his own. . . . In no sense can the 
corporation be regarded as his alter ego, or agent. He treated it as a separate 
entity for taxation. . . . He was not regularly engaged in indorsing notes. 
. . . A corporation and its stockholders are generally to be treated as separate 
entities.” Similarly, in a case *? in which a stockholder incurred certain costs 
from which the corporation benefited, the stockholder was not allowed a 
deduction on his return, on the ground that the expenditures were made not 
in the course of his trade or business but in the course of the corporation’s 
business. ‘The well established decisions of this Court,” stated the Supreme 
Court, “do not permit any such blending of the corporation’s business with 
the business of its stockholders.” Thus, the stockholder who advances money 
to his corporation may not ordinarily assert that he has made the loans in 
furtherance of his own business interests, unless he wishes to claim that a 
stockholder, as such, is in business, or unless he can show that the loans were 
made in the ordinary course of some other business. 

Among the leading cases involving the question whether the corporate stock- 
holder is, as such, engaged in a trade or business are three which are often 
cited in decisions involving bad debt loss deductions. In Washburn v. Com- 
missioner ** the Circuit Court of Appeals far the Eighth Circuit stated: “A 
party may have investments in corporate stock, have no particular occupation, 
and live on the return of his investments. That would not constitute business. 
. . . He may, however, take such an active part in the management of the 
enterprise in which he has investments as to amount to the carrying on of a 
business.” This case concerned an attorney who organized, invested in, and 
devoted most of his time to the management of corporations engaged in such 
varied activities as transit, hotel, and timber businesses. The Court considered 
his loss on the sale of stock in these corporations to be a net loss from the 
operation of a trade or business. Said the Court: “His income was the result, 
not alone of his investments, but also of his labor expended in connection 
with the management of the companies in which he had investments. The 
combination of the two is his vocation.” 

In Foss v. Commissioner,** involving a deduction by a stockholder for 





39 7.T. 1901, III-1 Cum. Butt. 120 (1924). 
40 Deputy v. Dupont, 308 U.S. 488 (1940). 
41287 U.S. 410 (1932). 

42 See note 40 supra. 

4351 F.2d 949 (C.C.A.8th 1931). 

4475 F.2d 326 (C.C.A.1st 1935). 
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attorneys’ fees incurred in defending a minority stockholders’ suit, the Cir- 
cuit Court of Appeals for the First Circuit stated: 


A person of property, who devotes his time to the active management of 
it and also to active participation in the management of the companies in which 
his property is invested, and who maintains an office for that purpose where 
he spends a substantial part of his time, is carrying on business. . . . The 
line comes between those who take the position of passive investors, doing 
only what is necessary from an investment point of view, and those who 
associate themselves actively in the enterprises in which they are financially 
interested and devote a substantial part of their time to that work as a matter 
of business. 

In Higgins v. Commissioner *° the Supreme Court held that no matter how 
large the estate or how continuous or extended the work required, it could 
not reverse the Board of Tax Appeals as a matter of law that the mere 
management of personal investments is not a business. The taxpayer in this 
casé did not participate in the management of the corporations in which he 
had invested. 

It is apparent, then, that the corporate stockholder who lends money to 
his corporation must be more than a “passive investor” if he wishes to claim 
as business bad debt deductions losses on such loans. But there have been 
those who have been more than mere passive investors who have failed to 
get the desired deduction. ** In Samuel Lanski,*" the Board of Tax Appeals 
developed an interesting test. The taxpayer asserted that he promoted and 
financed corporations and that therefore a bad debt loss from a claim against 
one such corporation was a loss from a trade or business regularly carried 
on. The Board disagreed on the ground that the taxpayer promoted, man- 
aged, and financed only those corporations in which he was a substantial 
stockholder. He received no compensation for his activities other than that 
which may have inured to him from his investments in the corporations. 
Therefore, he was not considered to be engaged in promoting or financing 
corporate enterprises for a livelihood or for a profit so that such activity 
could constitute a trade or business. This decision demands that the tax- 
payer’s income depend directly on the management, promotion, and financ- 
ing of the corporations. The Washburn and Foss decisions imply that an in- 
direct increase in income, e.g., through dividends, is enough if due in part 
to management activities. 

What do recent decisions show? The courts, still considering each case 


45 312 U.S. 212 (1941). 

46 The attitude of the courts toward the “one-man corporation” is illustrated by the 
case of Dalton v. Bowers, 287 U.S. 404 (1932). The taxpayer contended that forming 
a corporation was merely part of his general scheme of carrying on business as an 
inventor. He claimed a loss on the stock of the corporation as attributable to the opera- 
tion of a trade or business regularly carried on. The Supreme Court raised the “separate 
entity” shield as a bar and held that ownership of all the stock is not enough to show 
that the creation and management of a corporation constitute part of a taxpayer’s 
ordinary business. 

47 34 B.T.A. 1019 (1936). 
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on its merits in accordance with the dictates of the regulations,‘* and sustain- 
ing the Commissioner in his determination to preserve the integrity of the 
corporate entity, have recently indicated a willingness to uphold the Washburn 
and Foss line of reasoning, which has caused the taxpayer claiming a busi- 
ness bad debt deduction to try to classify himself as a corporate promoter. 

In Vincent C. Campbell,*® the Tax Court found that all the requisites ex- 
isted which would entitle the corporate promoter to a deduction for a business 
bad debt. The taxpayers in this case had been engaged for fifteen years in 
organizing, owning, and operating corporations which dealt in the retail coal 
business. They had twelve such corporations. It was a practice of the tax- 
payers as a part of their business to advance money to the corporations on 
open account. The loans to one of the corporations became worthless. The 
Court found that “the losses were directly a result of, and incurred in the 
business of organizing and operating corporations engaged in the retail coal 
business. . . .” Furthermore, such business was still being carried on during 
the year of the loss. The Court then distinguished the case under discussion 
from the “separate entity” cases ard the “isolated transaction” cases in which 
losses had not been allowed. “These are not cases in which losses of corpora- 
tions are being confused with losses of individuals or in which the business 
of a corporation is being confused with the business of individuals. Nor are 
they like net loss carry over cases in which the loss occurred in isolated trans- 
actions rather than in the operation of a business.” The promoters in this 
case were stockholder-officers, but there was no indication of any direct com- 
pensation to them for their promoting activities. 

In two important cases (involving two brothers), the Tax Court was again 
able to find that the stockholder-creditors were promoters who were entitled 
to business bad debt deductions. In the first °° the taxpayer had for many 
years been engaged in developing new ventures and in the organization and 
promotion of various corporations. Together with his father and brother, 
he maintained an office and employed a staff for the regular transaction of 
business. He was interested in the promotion of over twenty enterprises of 
all kinds, and devoted his entire time to financing, determination of policies, 
and similar activities. In 1929 and 1930 he invested substantial sums in a pen 
manufacturing company. From 1932 to 1936 he advanced sums aggregat- 
ing $550,000 to this company. In 1942 he took a partial bad debt deduc- 
tion of almost half this amount. In 1943 he took a bad debt deduction for 
sums advanced to another corporation of which he was a stockholder and to 
a partnership of which he was a limited member. The Court determined that 
the losses were the results of and were incurred in the taxpayer’s business 
of promoting various enterprises and corporations, which business was carried 
on by him during the years of the deductions and had been carried on by him 
for many years prior thereto. The promotion of the companies the debts 
of which were involved, did not constitute an isolated venture. 





48 See note 5 supra. 
4911 T.C. 510 (1948). 
50 Valentine E. Macy, Jr., 8 TCM 45 (1949). 
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In the second ** of these cases, the facts were very similar. From 1923 
through 1943 the taxpayer was financially interested in a number of corpora- 
tions engaged in such varied activities as mining, machinery manufacturing, 
radio broadcasting, and newspaper publishing. With his father and brother, 
he maintained an office and a staff for the keeping of records relating to his 
various enterprises. His newspaper operations alone involved an investment 
of about $1,200,000, half in stock and half in the form of loans. Among his 
interests was a Mexican corporation in which he was a seventeen per cent 
stockholder. He devoted as much time as he could spare to its over-all man- 
agement. He endorsed a promissory note of the corporation, which he was 
called on to pay. The debt of the corporation to him became worthless. The 
Commissioner pointed out that the taxpayer was not particularly active in 
this corporation and that in fact he had been in the army during the period 
of the transaction in question. Nevertheless, the Court, relying on the lan- 
guage in the Foss case, found no difficulty in deciding that the taxpayer was 
not a passive investor and that the loss was the result of a business debt. 

In an interesting decision,®? the Court of Appeals for the Ninth Circuit 
found it unnecessary either to pierce the corporate veil or to find that the 
taxpayer was a corporate promoter. The taxpayer had formed three cor- 
porations to carry on various related businesses previously carried on by him 
as an individual. In addition, he had leased one of his plants to each corpora- 
tion, each lease containing the provision that the taxpayer would provide 
adequate financing for the corporation through personal guarantee agree- 
ments and otherwise. Two of the corporations having survived no more than 
two years, the taxpayer thereupon deducted his losses on his guarantees and 
advances as losses from business bad debts. On the basis of such a meager 
history of corporate promoting on the part of the taxpayer, the United States 
District Court of Oregon ** did not hesitate to find that he was engaged “‘in 
the business of acquiring, owning, expanding, equipping and leasing food 
processing plants.”” While not overruling the lower court on this point, the 
Court of Appeals was less enthusiastic. Finding that the taxpayer spent one- 
third of his time carrying out his functions as a landlord and two-thirds 
acting as a corporate president, and that he had spent over $100,000 for the 
purpose of making his rented properties pay their rentals, the Court decided 
that he was engaged in a separate business as a landlord, involving a multi- 
plicity of transactions required by the several leases, and that the bad debt 
losses were directly incident to that business. The case was thus placed within 
the Lanski rule, the taxpayer deriving income (rent) as a direct result of 
his financing activities. As for the relationship between the debts and tax- 
payer’s status as a stockholder and officer, the Court found that there was no 
evidence that the taxpayer, either as stockholder or as president, owed the 
corporations any duty to give his personal obligations to procure financing 


51 J. Noel Macy, 8 TCM 713 (1949). 
52 Maloney v. Spencer, 172 F.2d 638 (C.C.A.9th 1949). 
58 Spencer vy. Maloney, 73 F. Supp. 657 (D. C. Ore. 1947). 
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for them. This dictum, then, indicates another important test for determining 
the relationship between the taxpayer’s business and the loss caused by the 
debt. 

In another recent stockholder-creditor situation,** the task of the Tax 
Court was made easier by the fact that the parties stipulated that at no time 
during the period in question did the taxpayer engage in any business. She 
and her two sisters owned equally a total of approximately seven-eighths of 
the stock of a corporation. They lent a substantial sum to the corporation to 
enable it to pay off its bank loans. In the year the corporation liquidated, the 
taxpayer deducted as a business debt the amount of her loan still outstanding. 
The Court referred to the stipulation in deciding that the debt was of the 
non-business variety. It appears very unlikely that the taxpayer would have 
prevailed even in the absence of such stipulation. 

The problem whether the stockholder-creditor is engaged in a trade or 
business is paralleled by that of the officer-creditor. As noted above,*®* one 
who sells his services, including a corporate officer, may be considered to be 
in business. The test with respect to bad debt losses is the “scope of duty” 
test mentioned in the case of Maloney v. Spencer,®* to wit: Is the bad debt 
loss related to the taxpayer’s status as a corporate officer? 

The “scope of duty” rule is adequately illustrated by cases involving ex- 
penses incurred by officers in defending lawsuits arising out of their activities 
as such. These expenses have been allowed as deductions within the scope 
of the corporate officer business.*’ The courts are less expansive, however, 
where bad debts are concerned. The Board of Tax Appeals, in the Lanski 
case, had some interesting comments to make on the officer-creditor situation. 
The taxpayer in that case was an executive of the corporation as well as a 
stockholder. Having disposed of his contention that his livelihood was earned 
in promoting and financing corporations, the Board turned its attention to 
the relationship between the taxpayer’s status as a corporate executive and 
the loans he had made to the corporations. “His activities . . . in advancing 
money to the corporations in question were merely incidental to his obliga- 
tions and duties as a corporate executive, and as such afforded him neither 
profit nor expectation of profit separate and apart from the business of the 
corporation. . . . His means of livelihood or profit, as to his activities in 
connection with the corporations, came from the salaries he received as an 
executive thereof... .” This decision, then, places on the taxpayer the 
burden of proving that the loans provide a direct source of income, so as to 
constitute a business, or that the making of such loans is a prime function 
of his executive capacity. Apparently, under this line of reasoning, it would 
not be sufficient to prove that the loans led to increased profit on the part 
of the corporation and therefore to greater salaries for the individual. Nor 





54 Tecla M. Straub, 13 T.C. No. 40 (1949). 

55 See note 35 supra; cf. Ralph C. Holmes, 37 B.T.A. 865 (1938). 

56172 F.2d 638 (C.C.A.9th 1949). 

57 E.g., Hochschild v. Comm’r, 161 F.2d 817 (C.C.A.2d 1947); Comm’r v. People’s- 
Pittsburgh Trust Co., 60 F.2d 187 (C.C.A.3d 1932). 
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would the mere receipt of interest income be adequate, since that would make 
the activity only a transaction entered into for profit. 

The question of the remoteness of the compensation to a corporate officer 
as a result of his activities on behalf of the corporation, was discussed by 
the Tax Court in a recent case ** involving deductions for losses under sec- 
tions 23(e)(1) and 23(e)(2) of the Internal Revenue Code. Having au- 
thorized the treasurer of the corporation to buy stock of another corporation, 
the president guaranteed his corporation against loss on the investment in 
order to protect himself against criticism by minority stockholders. The Court 
held that the guarantee of the corporation’s investment was not part of the 
taxpayer’s trade or business."® 

In L. F. Crofoot °° the Tax Court decisively stated its views on the officer- 
creditor problem. The taxpayer had been actively engaged in the practice of 
law for a number of years, but took an active part in the management of the 
debtor restaurant corporation, first as its secretary, and then as its president. 
He was also the majority stockholder. He approved all contracts for enter- 
tainers and also the amounts spent for advertising and purchases of liquor 
and other supplies. His law secretary kept the accounting records of the 
corporation. The taxpayer visited the business about four or five times a 
week and on an average of twice a week went over the accounts of the busi- 
ness in his office with the manager. He had investments in several corpora- 
tions, but took an active part in the business of this one and one other. Said 
the Court: “The difficulty with petitioner’s position is that the loss was not 
incurred in his trade or business. The petitioner was not engaged in the 
restaurant business. That business was conducted by the corporation and was 
not his individual business:” The Court then quoted from the opinion in 
Burnet v. Clark,“ in which the indorsement of corporate notes was held not 
to be part of the ordinary business of a corporate officer. 

It appears, therefore, that no matter how varied and extensive the activities 
of an officer on behalf of his corporation, the lending of money to the cor- 
poration is not to be considered within the scope of those activities. Compare 
the attitude of the Board of Tax Appeals in an early decision.** The corporate 
president had expended money to secure a secret formula for the corporation 
and had not been reimbursed. His expenditure was held to be a loss incurred 
in a trade or business, “in that the furtherance of the business of the com- 
pany of which he was president was legally and logically his business.” It 
is extremely doubtful that the courts today would allow a business bad debt 
loss to a corporate officer on the basis of such all-inclusive reasoning. 


58 Charles Benson Wigton, 13 T.C. No. 45 (1949). 

59 Furthermore, the possibility of profit inuring to the taxpayer through increased divi- 
dends (he was also a stockholder) as a result of the investment he had guaranteed, was 
held to be too remote to make the transaction even one entered into for profit. 

608 TCM 863 (1949). 

81 See note 41 supra. 

82 Ernest E. Lloyd, 8 B.T.A. 1029 (1927). 
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It is apparent that the corporate stockholder does not have to be in the 
business of lending money in order to be entitled to a business bad debt de- 
duction on a loan to a corporation. However, the more corporations to which 
he does make advances, the more likely that his bad debt will be considered 
a business bad debt. As for the corporate officer, until it becomes generally 
acknowledged that one of the ordinary duties of a corporate officer is to help 
finance the corporation, there is little likelihood that his bad debt losses from 
such source will be considered business losses. As for other sufferers at the 
hands of defaulting borrowers, it is incumbent upon them first to establish 
that they were engaged in a trade or business at the time of the loss, and 
second to prove that the loss was incurred in such trade or business. As for 
a comprehensive rule on what constitutes a trade or business, no court has 
developed a satisfactory one. In discussing the problem of expenses which 
may be considered ordinary and necessary in the operation of a business, 
the Supreme Court has said,®* “We struggle in vain for any verbal formula 
that will supply a ready touchstone. The standard set up by the statute is 
not a rule of law; it is rather a way of life.” The same may well be said for 
all problems involving the definition of “trade or business.” 

—Morris R. FRIEDMAN 


Loan Versus Investment—Inadequate Capitalization. In a previous 
article, I analyzed the pertinent legislative history and judicial decisions which 
suggested that special attention should be given to the important tax con- 
sequences of inadequate capitalization.' Presented therein were the various 
situations in which the issue of inadequate capitalization might arise, and 
the belief was expressed that the courts would not recognize the existence 
of “loans” where the alleged indebtedness truly represented equity capital. 
Since this article there have been several significant judicial developments in 
this field involving either a close corporation or a parent and subsidiary. 

In each instance in which the question of inadequate capitalization was 
raised before the Tax Court, the decision was court reviewed. Since no other 
factor in these cases warranted court review, it is noteworthy that the issue 
of inadequate capitalization merited the attention of the entire court. 

These recent decisions show an evolving recognition by the courts of the 
theory of inadequate capitalization. Despite these developments, there have 
been, however, one or two deviations which appear to disregard the realities 
of the problem. It is submitted that clarity and uniformity would be ob- 
tained if the basic and all-pervasive maxim of “substance over form” is 
applied to the instant problem. 

More Recent Judicial Development. A clear recognition by the Tax Court 


68 Welch v. Helvering, 290 U.S. 111 (1933). In this discussion of loans made by a 
stockholder or officer to a corporation, it has been presumed throughout that bona fide 
loans were involved. The problem of when an alleged loan is really a capital invest- 
ment is not within the scope of this note. 

1 Semmel, Tax Consequences of Inadequate Capitalization, 48 Cor. L. Rev. 202 (1948). 
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that an inadequately capitalized corporate structure is suspect appears in Sam 
Schnitzer.? In its opinion the Tax Court stated: 

A corporation’s financial structure in which a wholly inadequate part of 
the investment is attributed to stock while the bulk is represented by bonds 
or other evidence of indebtedness to stockholders is lacking in the substance 
necessary for recognition for tax purposes, and must be interpreted in accor- 
dance with realities. (emphasis added) 

It should be noted in passing that the Tax Court recognized that the de- 
termination whether advances to a corporation represent capital contributions 
or loans involves the same pivotal issue, whether the question at bar relates 
to (1) a deduction as a bad debt or as a capital loss, or (2) a deduction for 
payment of interest rather than a dividend distribution, or (3) a claim by 
non-stockholder creditors for the subordination of the so-called loans in bank- 
ruptcy proceedings. 

The mere existence of an inadequately capitalized corporation, however, 
does not per se cause loans to the corporation to be considered as equity 
capital. There are a number of additional circumstantial factors which have 
to be considered. As the Tax Court explained in the Schnitzer case: 


Bookkeeping, form, and the parties’ expressions of intent or character, the 
expectation of repayment, the relation of advances to stockholdings, and 
the adequacy of the corporate capital previously invested are among circum- 
stances properly to be considered, for the parties’ formal designations of the 
advances are not conclusive. . . . 

The foregoing statement concisely describes the realistic approach courts 
should adopt in distinguishing between equity capital and loans. 

The recent case of New England Lime Company,‘ exemplifies to a large 
extent the use of this approach. In this case the Commissioner argued “that 
there was no capital invested in stock of the petitioner and the debt structure 
was excessive so that the ‘debentures’ in fact represented equity capital at 
the risk of the business.” Thus the issue was squarely presented to the Court. 

Upon weighing all the factors, the Tax Court held that the securities repre- 
sented evidences of indebtedness. Aside from the formal characteristics of 
indebtedness appearing on the face of the bonds, the Tax Court found that 
there was a substantial value existing in the outstanding common stock. 
Furthermore, the Court took particular note of the fact that the stock and 
bonds were held. in wide and disproportionate distribution so that those who 
owned the common stock did not also own the debentures. 

Assuming that all the indicia of indebtedness are present, if the stock is 
held widely and disproportionately to the loans, the latter’s character as in- 
debtedness should be respected. The return on such advances truly repre- 
sents interest and is not, to any substantial extent, a substitute for dividends 
on stock. Further, the return is not geared to the element of risk nor is control 
lodged in the lenders. 


213 T.C. No. 8 (1949), on appeal, C.C.A.9th. 
8 See also Gussow, Kahn & Co., Inc., 13 T.C. No. 76 (1949). - 
413 T.C. No. 103 (1949). 
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Where, however, the stock and loans are held substantially in proportion, 
it is necessary to determine whether substantial value has been invested in 
stock. In the New England case the Court found as a fact that shares of 
corporate stock had been sold at a wide range of price at the time bonds were 
issued. The general finding of fact leaves something to be desired since the 
total equity investment may have run from a few thousand dollars to many 
thousands. It is regrettable that the Court did not find the exact value of 
the equity investment. 

Although the result reached in the case is sound because of the dispro- 
portionate holdings, it would seem that the Court should have delved more 
fully into the meaning of its finding of “substantial value existing in the 
outstanding common stock.” “Substantial value” can have meaning only if 
used in a relative sense. An investment of $25,000 is not substantial when 
contrasted with a loan to the corporation of $1,000,000; it is large when 
measured with a loan of $50,000. Moreover, an outside creditor making an 
arm’s length loan would not lend $1,000,000 to a corporation having $25,000 
of equity capital, although it is possible that he might lend it $50,000.° 

Irrespective of the test eventually adopted by the Court for determining 
when a corporation is inadequately capitalized, the cases hold clearly that 
where an under-capitalized closely-held corporation is formed, the indebted- 
ness is to be considered as equity investment when the loans are made sub- 
stantially in proportion to the stockholdings.* Unfortunately, the Tax Court 
has recently approved a subterfuge of form to circumvent the effect of this 
rule. 

Camouflaging Inadequate Capitalization. Arthur V. McDermott,’ repre- 
sents a departure from the rule that where ioans and stock are held propor- 
tionately, the loans are to be considered as equity capital. To be sure the case 
involved a formal disproportion, but it was one which a realistic doctrine 
would view suspiciously, to say the least. 

In the McDermott case eight children inherited some real estate and trans- 
ferred it to a corporation for a recited consideration of $108,418. Each 
child received notes in the face amount of $12,500, and three of the children 
received additional notes aggregating $8,418, constituting a total indebtedness 
of $108,418. No reason was given why three of the children were given 
more notes than the others. In addition, each of the eight transferred mis- 
cellaneous assets aggregating $5,533.36, in exchange for five shares of stock. 
The record fails to indicate whether the eight each contributed equally to 


5 See GuTHMANN & DouGALt, Corporate FINANCIAL Poricy 240-50 (1945) for the 
commonly accepted rules to which a debtor must conform before creditors will lend money. 
® To date, the courts have not been confronted with the possibility of recognizing that 
part of the “loans” which is in excess of the amount necessary to constitute adequate 
capitalization. In other words, the courts have apparently proceeded on the assumption 
that the “loans” stand or fall in their entirety. See Edward G. Janeway, 2 T.C. 197 
(1943), aff'd, 147 F.2d 602 (C.C.A.2d 1945) ; Swoby Kanner, 9 T.C. 887 (1947). 
713 T.C. No. 63 (1949) Acq. 
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the stock. No dividends were ever paid by the corporation, and no shares 
of stock were sold. 

The corporation was later liquidated and the taxpayer, one of the eight 
heirs, claimed a bad debt deduction for his notes. The Commissioner con- 
tended that any loss thereon was a capital loss. 

The Court did not deem the “loans” to represent capital contributions, and 
by way of support the Court offered a twofold rationalization: (1) the loans 
were not held. in “exactly” the same proportions as the stock, and (2) two 
separate conveyances were made to the corporation, one for the loans and 
one for the stock, thereby differentiating between the childrens’ interest as 
creditors and their interest as stockholders. 

Each of these reasons seems entirely untenable upon analysis. In the first 
place, no explanation was given by the taxpayer for the disproportionate 
holdings of the loans. Actually, this disproportion may have been the result 
of gifts by five of the children to the other three. Furthermore, the dis- 
proportion may have been so slight as to be de minimis, and the Court should 
have considered whether the disproportion was substantial enough to be a 
factor. 

Secondly, the fact that different properties are transferred separately for 
stock and loans should have no bearing upon whether the corporate instru- 
ments represent loans or investments. Assume, for example, that real estate 
worth $1,000,000 is transferred to a corporation for $1,000,000 in notes. 
The transferor also transfers securities worth $100 for the corporate stock. 
Does this make the loans a true indebtedness? On the other hand, if the 
real estate alone were transferred to the corporation for $500,000 of stock 
and $500,000 of debentures, the fact that only one piece of property was 
transferred for two types of instrument should not affect the validity of the 
indebtedness. 

Obviously, the Tax Court in the McDermott case failed to apply the test 
of reality and surprisingly enough was willing to approve manifestations of 
intent which were objective in a merely formal sense. As stated in the 
Schnitzer opinion, such formal manifestation of intent should be weighed 
together with all the other circumstances. Unless the true substance of an 
entire transaction is rooted out, the courts will reach absurd results due either 
to slight (self-serving) variations in holdings of stock and loans, or the trans- 
fer of different assets for stock and for notes, respectively. 

Taxpayers have utilized another method of camouflaging the existence of 
undercapitalization. This device consists of making it appear as though out- 
siders were the true creditors. 

This method involves the creation of a close corporation or subsidiary with 
nominal capital. The corporation then obtains a large loan from a bank or 
some other outsider. However, this outsider-creditor makes its loan only 
after having received the guarantee of the stockholders that they will make 
good the loans plus any unpaid interest. In addition, at least in most instances 
where individual stockholders are involved, the bank or other creditor re- 
quires security from the guarantors equal to the amount of the loans. 
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Under these circumstances, the loans are actually made by the stockholders, 
who are using the outside parties as a conduit. Any interest paid by the cor- 
poration to the outsider really represents payments made in behalf of the 
stockholders, who should be allowed a deduction therefor. Under such inter- 
pretation the amount paid by the corporation is a constructive dividend to 
the stockholder. It is hardly likely that the courts will allow this circuitous 
route to avoid the adverse consequences of inadequate capitalization, espe- 
cially since an outside creditor would not lend the money to the corporation 
without the guarantee. The Tax Court would undoubtedly consider the 
realities of each case before deciding whether the third party or the stock- 
holder is the true lender.® 

Objective Indicia of Inadequate Capitalization. Confusion in the con- 
sideration and application of the doctrine of inadequate capitalization will be 
eliminated if the courts keep in mind the basic principle that substance and 
not form is to govern the effect of a transaction. In order to insure the 
predominance of reality over mere form, the essential inquiry should be to 
determine whether certain truly objective as distinguished from formally ob- 
jective characteristics inhere in the alleged indebtedness. What are these 
truly objective indicia which per se militate against the finding of an asserted 
intent to create indebtedness? Some of these factors are as follows: 

(1) Subordination. Taxpayers may urge that the debt instruments held 
by them do not contain provisions subordinating them to other creditors. 
Thus, their argument continues, absence of the subordination factor is in- 
dicative of true indebtedness. But loans held by stockholders are subordinated 
to outside creditors where insolvency exists (the only time subordination 
matters) as the stockholders have breached their duty to the public by launch- 
ing a sick corporation.*® Moreover, if the corporation needs money, the stock- 
holders obviously would subordinate their loans in order to safeguard their 





8 See note 5 supra. 

®In Conrad N. Hilton, 13 T.C. No. 78 (1949), the taxpayer owned the stock and a 
$175,000 note of a going corporation. He sold the $175,000 note but arranged for the 
purchaser to receive payment from the debtor corporation of $75,000 immediately. Al- 
though paid $175,000 by the purchaser, the Tax Court held that the purchaser was a 
mere conduit as to the $75,000 since it was as if the debtor paid the taxpayer such amount. 
In other words, “the devious route taken by [taxpayer] to obtain payment of the note 
has the same tax effect as if he had followed a direct route.” 

As to the remaining $100,000, however, the Court held the sale to be valid. The 
taxpayer had guaranteed the payment of such note, but the Court held that the purchaser 
never lent any money to the debtor corporation, and the facts showed a normal sale and 
purchase as to the $100,000. 

10 See Pepper v. Litton, 308 U.S. 295 (1939); Arnold v. Phillips, 117 F.2d 497 
(C.C.A.5th 1941), cert. denied, 318 U.S. 573 (1941); Andrew W. Comstock v. The 
Group of Institutional Investors, 92 L. ed. 1360 (1948). It may properly be deduced from 
these decisions that the breach of duty requiring subordination occurs (a) by inadequately 
capitalizing a corporation, or (b) by using the corporation as a mere agent, or (c) by 
mismanagement on the part of the stockholders. See also —- op. cit. supra, at 212 
for the third-party approach. 
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investment. Irrespective, however, of the express terms of the instruments 
of indebtedness, they must be considered as containing the characteristic of 
subordination so long as they are in the hands of the stockholders of the 
undercapitalized corporction. 

(2) Repayment and maturity date. It may be argued that a maturity date 
in a certificate of indebtedness is indicative of an expectation of payment 
of the loan and thus the advance is true debt. But what expectation exists 
for payment of loans by an inadequately capitalized corporation in the rea- 
sonably near future, and of what validity is the maturity date set in its cer- 
tificates of indebtedness? For instance, assume a corporation is created with 
$50,000 in capital stock and $950,000 of “loans,” with interest of six per 
cent on such indebtedness. In addition to payment of adequate stockholder- 
employee salaries, taxes, provision made for expansion, the corporation would 
have to pay $57,000 interest annually. If the loans were for ten years, the 
corporation would have to set aside a reserve of $95,000 each year for a 
total annual application to debt of $152,000. This would seem an insur- 
mountable burden for a new corporation to undertake. Even if the loans 
were for twenty years, an annual application to debt of $104,500 would be 
necessary, and this could not reasonably be expected. Moreover, it must be 
remembered that a maturity date has no conclusive meaning. It can be ex- 
tended, and stockholders do not allow dissolution of their own going cor- 
poration merely to receive payment of their loans. 

(3) Risk. The loans made by stockholders, as in the examples above, are 
entirely at the risk of the business since insufficient capital has been invested 
in the corporation. Such extensive risk is normally undertaken by equity 
investors, not lenders. Accordingly, it seems fair to say that the loans are 
made by the stockholders gua stockholders, not as creditors. 

(4) Dividends. The same persons receive the “interest” as receive the 
dividends, and normally no dividends can be paid in the face of unpaid in- 
terest installments. Further, under the examples above, the stockholders do 
not expect, nor in all likelihood do they desire, dividends. This peculiar re- 
lationship, where stockholders form a corporation and do not expect to re- 
ceive dividends, is explicable solely upon the assumption that the stockholders 
are satisfied to receive some portion of the “interest” as a substitute for 
true dividends. 

In the light of the above analysis, recent Supreme Court dicta are of par- 
ticular significance. 

Admonitions by the Supreme Court. No tax case has come before the 
Supreme Court involving inadequate capitalization. Nevertheless, on at least 
two occasions, the Court has gone out of its way to show its awareness of 
this problem in taxation. 

In National Carbide Corporation v. Commissioner,“ a parent furnished its 
subsidiaries with all of their assets in the form of loans, except for a nominal 
amount paid in for capital stock. Pursuant to contract with the subsidiaries, 


11 336 U.S. 422 (1949). 
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the latter were to turn over to the parent all profits in excess of six per cent 
on their outstanding stock. The Commissioner taxed the profits to the sub- 
sidiaries. The Supreme Court held that the subsidiaries were taxable upon 
the profits since income is taxed to those who earn it. In the face of this prin- 
ciple it was irrelevant whether the parent made loans or capital contributions 
to the subsidiaries. 

However, in attempting to pierce the entities of its subsidiaries, the parent 
argued that the subsidiaries owed the parent so much by dint of the latter’s 
financing that in reality the parent owned the assets and the profits of the 
subsidiaries. The Supreme Court stated that the subsidiaries owned their 
assets whether they derived their funds from capital contributions or loans, 
and further, the source or character of the corporate funds did not affect 
the fact that the subsidiaries earned the income. But, in reference to whether 
the parent made loans or capital contributions, the Supreme Court significantly 
stated : 





We need not decide whether the funds supplied to [the subsidiaries] by 
[the parent] were capital contributions rather than loans. It is sufficient to 
say that the very factors which, as [the subsidiaries] contend, show that [the 
parent] ‘supplied’ and ‘furnished’ their assets also indicate that [the subsidi- 
aries] were the recipients of capital contributions rather than loans.” 


This case is the second in recent years in which the Supreme Court di- 
gressed from the issue before it, apparently for the purpose of forewarning 
taxpayers of its views as to inadequate capitalization. The first warning 
appeared in John Kelley Co. v. Comimissioner,’® where the Supreme Court 
stated : 


As material amounts of capital were invested in stock, we need not consider 
the effect of extreme situations such as nominal stock investments and an 
obviously excessive debt structure. 

In both the Kelley and the National Carbide cases the factor of undercapi- 
talization was raised by the Supreme Court itself, not by the lower courts. 
Since the point was not in issue, the moral should be plain. 


CONCLUSION 


The deliberate dicta by the Supreme Court and the constant allusion by 
the Tax Court to the factor of inadequate capitalization should constitute 
clear warning to all tax advisers that closely-held corporations may not be 
inadequately capitalized with impunity.* The rules for the application of 


12In a footnote the Supreme Court stated that under the facts therein the loans were 
not expected to be paid until dissolution, and since no interest was payable on the loans, 
they were identical, except in name, with contributions of capital. As shown previously, 
however, irrespective of the payment of interest, there is little expectation of repay- 
ment of a loan by an undercapitalized corporation within the foreseeable future. 

18 326 U.S. 521 (1946). 

14 In two recent cases, tax counsel were apparently not aware of the presence of the issue 
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such a doctrine have not been defined, but at least the obvious pitfalls should 
be avoided. Unfounded fears, however, should not be developed, since the 
scope of the doctrine of inadequate capitalization is limited to those under- 
capitalized corporations where the stock and indebtedness are held in sub- 
stantially the same proportions. 

—Myron SEMMEL * 





of inadequate capitalization, Vincent C. Campbell, 11 T.C. 51 (1948), and Tri-State Realty 
Company, 12 T.C. 192 (1949), on appeal, C.C.A.5th. 

In the Campbell case the taxpayer lent money to corporations he organized to conduct 
a coal business. The taxpayer deducted his losses on the loans as a business bad debt, 
while the Commissioner contended that the loss was a short-term capital loss. After 
trial the Government seemed to argue that the “loans” were really capital contributions 
since the corporations were inadequately capitalized. The Tax Court, however, would not 
consider the argument since it was made at too late a stage in the case. 

In the Tri-State case the corporation was organized by its stockholder with a $1,000 
paid-in capital. The stockholder advanced the corporation money in order for it to 
acquire property and to do business, the advances amounting to $112,000. The tax- 
payer corporation claimed that the loans really represented paid-in capital and, hence, 
equity invested capital. The Court held, however, that the advances were loans, but tax 
counsel apparently concerned himself solely with subjective intent and did not raise the 
issue of inadequate capitalization. Perhaps it will be raised on appeal. 

* Member of the New York Bar. 








Book Reviews 


Lawyers’ TAx MANUAL—PROCE- 
DURE, TRANSACTIONS, Forms. By AL- 
FRED S. PELLARD. New York: Clark 
Boardman Company, Ltd., 1949. Pp. 
xxiii. 582. $10.00. 


Pellard’s Lawyers’ TAX MANUAL 
fills a long felt want in the tool kit 
of the general law practitioner who 
acknowledges his inadequacy in rec- 
ognizing and coping with the tax as- 
pects of his clients’ transactions. Few 
general practitioners feel competent 
in this regard. 

The average accountant is no better 
trained to handle tax matters than 
the average lawyer. The advantage 
the accountant enjoys in deftness in 
recording figures is more than offset 
by the lawyer’s ability to analyze a 
problem and synthesize the client’s 
case. Yet the legal profession has 
largely surrendered the tax business 
by default to the accountants. At the 
moment, the Bercu decision in New 
York embarasses the general prac- 
titioner by ascribing tax competence 
to him. The lawyers of recent vin- 
tages, who have been exposed to tax 
courses, are little better equipped to 
practice tax law than their seniors. 
The fetish made of the case method, 
at least as applied to tax instruction, 
should, in the reviewer’s opinion, be 
corrected. Pellard’s LAwyers’ Tax 
MANUAL goes a long way toward sup- 
plementing the inadequate tax courses 
in many of the law schools by present- 
ing tax problems as they arise in a 
law office, and is a necessary compre- 


hensive summary of the tax law for 
the older practitioner. 

The author’s compendium provides 
the tax implications and legal forms 
that pertain to the more usual busi- 
ness transactions. No attempt is made 
to refer to the historical development 
of the discussed tax problems, or to 
advance proposals as to what the tax 
law should be. The emphasis is on the 
tax law as it is, with supporting stat- 
ute, case law, and Treasury regula- 
tions. Sample forms are supplied for 
a variety of transactions to achieve 
desired tax results. 

The introductory chapters treat 
with the administrative tax procedure 
and forms for practice before the 
Bureau of Internal Revenue before 
the Tax and District Courts. The 
bulk of the book deals with the tax 
implications of the more common 
problems that confront practising at- 
torneys. Even the experienced tax 
practitioner may consult this volume 
with profit. In order of presentation, 
the problems are: wills, trusts, estate 
and gift taxes, business insurance 
agreements, real estate transactions, 
sales of businesses, corporations, in- 
stallment sales, and alimony and main- 
tenance agreements. The book is 
written in simple language, and is or- 
ganized for easy reference. 

The reviewer suggests that the next 
edition of the book contain a simple 
chapter on tax law research. It seems 
to him that the general practitioner 
is more handicapped by ignorance of 
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tax bibliography and of research tech- 
niques than of the tax law itself. Be- 
cause the tax law is constantly in flux, 
the book is apt to become hurriedly 
outdated. Already Public Law 378 
has drastically modified the Spiegel 
and Church decisions as to reverters 
and pre-1931 reserved life estates. In 
addition the rules of practice in the 
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Tax Court have been revised since 
the publication of the book. Perhaps 
it would be better to loose-leaf future 
editions than to retain the present 
stitched binding with pockets for sup- 
plements. 

—J. H. LanpMAn * 


* Member of New York Bar; partner of 
Sher, Roeder & Landman, New York City. 
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From the Chief Counsel of the Bureau 


TREASURY DEPARTMENT 
WASHINGTON 25 


OFFICE OF 
CHIEF COUNSEL 
BUREAU OF INTERNAL REVENUE 
Mar 23, 1950 
To the Editors of the Tax Law Review: 

As one of many lawyers both in Government and in private life who 
labor in the field which your Review so ably serves, I am happy to extend 
a few words of greetings on this fifth anniversary. 

I am told that there is an eighteenth century French maxim which de- 
fines taxation as “the art of so plucking the goose as to procure the most 
feathers with the least possible amount of hissing.” However, the world 
has passed through perhaps 75,000 daily revolutions since that maxim 
originated, geese are much bigger now than they were then, and the de- 
mand for feathers grows at least in the same proportion as the geese them- 
selves. So the maxim has lost its original accuracy. It is no longer true 
to say that taxation is an art; today it is a science. 

Most of us realize that the practical sciences generally, while discom- 
forting in many of their aspects, are the necessary supports upon which 
our modern society rests. It is doubtful, however, that we are as generally 
aware of what is required to maintain such supports, particularly the 
science of taxation—in a sound state of continuous development. 

If this science is to serve us today as it should and must, two basic 
conditions must be met: (1) the public as a whole must be acquainted 
with its general principles; (2) there must be a large body of professional 
students and practitioners who devote their entire energies to mastering 
and improving the subject matter. 

The Tax Law Review has rapidly established itself as the outstanding 
non-governmental institution in this country devoted to the accomplish- 
ment of the second of these conditions. It has at once fed and stimulated 
the interest of professional tax men. I am sure that the profession and 
the country will continue to benefit from its work. 

Sincerely, 
Charles Oliphant 
Chief Counsel 
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Corporate Liquidations And The 
Income Tax 


BORIS I. BITTKER ann NORMAN REDLICH 


“ 

I. addition to the tax loopholes I have described, there are a number of 
others which also represent inequities, and should be closed. Most of 
these permit individuals, by one device or another, to take unfair advan- 
tage of the difference between the tax rates on ordinary income and the 
lower tax rates on capital gains. As one example, under present law 
producers of motion pictures, and their star players, have attempted to 
avoid taxes by creating temporary corporations which are dissolved after 
making one film. By this device, their income from making the film, 
which ought to be taxed at the individual income-tax rates, would be 
taxed only at the capital gains rate. Thus, they might escape as much as 
two-thirds of the tax they should pay.” * 

President Truman has called the attention of Congress to the “col- 
lapsible corporation,’ one more of the perennially alluring contrivances 
for transmuting ordinary income into capital gain. A motion picture pro- 
ducer and the leading performers organize a corporation to manufacture 
and market a single film. They invest nominal amounts, receiving the cor- 
poration’s stock in return, and the corporation borrows enough to defray 
the costs of production. Since the producer and the key performers 
receive modest salaries, if any, the costs of production are appreciably 
less than normal. After the picture has been completed, contracts for its 
distribution are made by the corporation. Then the corporation is liqui- 
dated, the shareholders surrendering their stock in exchange for propor- 
tionate interests in the distribution contracts. Since section 115(c) of 
the Internal Revenue Code provides that a complete liquidation shall be 


Borts I. BitrKer is Associate Professor of Law, Yale Law School; formerly Attorney, 
Office of Lend Lease Administration, and Chief, Liquidation Section, Office of General 
Counsel, Alien Property Custodian. 

NorMan RepiicuH is Executive Editor of the YALE Law Journat, and a member of 
senior class at Yale Law School. 


1 President Truman’s tax message to Congress, N. Y. Herald Tribune, Jan. 24, 1950, 
p. 14. The recommendation had not been embodied in a legislative proposal when this 
article went to press, though Exhibit 4 to Secretary Snyder’s Statement before the House 
Committee on Ways and Means, Feb. 3, 1950, asked for the denial of long-term capital 
gain treatment “to any shareholder who sells or liquidates his securities in any corpora- 
tion so utilized by him for such tax avoidance purposes.” 
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treated like a sale, the shareholders report a capital gain of the difference 
between the value of the contracts (which can be estimated from the film’s 
early reception) and the cost basis of the shares. The gain is long-term 
if the shares have been held for more than six months. The value reported 
for the shareholder’s rights under the contract is then depreciated over 
the estimated commercial life of the film. If the net receipts correspond 
to the reported value, there will be no further gain or loss. If, however, the 
receipts depart from the estimate, the shareholder will realize ordinary 
income or loss in the amount of the difference.*? It is immediately patent 
that the value of the contracts, received on liquidation, or their proceeds 
are intended by all concerned to be remuneration for the shareholders’ 
previously uncompensated personal services. The Treasury Department 
reported to the Congress that in one such case an independent producer 
and his wife realized a net gain of $615,000, taxed only at 25% rather 
than at the enervatingly higher rate which would have been applicable 
if the gain had been received as salary for his services.* 

The President took film production as his example in illustrating this 
tax “loophole,” though it has been exploited in other industries as well. 
His choice was politically shrewd; even if the device had not been most 
popular in the motion picture industry, few will believe that a heavier tax 
on the land of illusion will impair the nation’s industrial health. At the 
same time, Hollywood may benefit indirectly: its tax avoidance may 
titillate the public as much as its marital lapses. There is an understand- 
ing of popular psychology in the entertainment industry’s adage: “I 
don’t care what you write about me so long as you spell my name right.” 
But the “collapsible corporation” is suited to any industry characterized 
by short-term enterprises, such as real estate, construction, novelties, and 
others. The Treasury Department alone knows the extent of its use, but 
it is unlikely that only the motion picture industry has succumbed to the 
lure of “25% money.” * 





2 There is a partial description in the Supplementary Treasury Department Statement 
on Miscellaneous Loopholes, presented to the House Committee on Ways and Means 
Feb. 6, 1950. (The printed hearings were not available for citation at the time these 
notes were prepared.) Certain variations in practice of which the authors have learned 
privately are referred to at appropriate points in text and footnotes hereafter. The 
method of amortizing motion pictures is described by Tannenbaum, Amortization of 
Motion Pictures, PROCEEDINGS OF THE TAX INSTITUTE, UNIVERSITY OF SOUTHERN CALI- 
FORNIA ScCHooLt oF Law 345 (1949). On the possibility of reporting as capital gain 
rather than as ordinary income any subsequent receipts which exceed thé value of the 
contracts at the time of liquidation, see Brodsky and King, Tar Savings Through Dis- 
tributions in Liquidation of Corporate Contracts, 27 Taxes 806 (19494. 

3 Treasury Statement, supra note 2. 

4The Treasury’s statement, supra note 2, contains the information that “there are 
over a hundred cases being examined by the Bureau of Internal Revenue,” and that 
the device “is also being used to some extent in the building and construction tradesg’ 
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Although the “collapsible corporation” is the direct target of President 
Truman’s attack, it is only the forward outpost of a massive tax-avoiding 
force. Since 1924, with one brief interlude, a distribution in complete liqui- 
dation of any corporation has been treated like the proceeds of a sale of the 
stock: the stockholder realizes a capital gain or loss of the difference 
between what he paid for his stock and what he gets on liquidation.* The 
corporation’s accumulated earnings and profits are not taxed as such. 
If, however, they had been distributed in earlier years they would have 
been taxed to the shareholder as ordinary income at graduated rates. 
The postponement of distribution until liquidation effects an obvious tax 
saving. Nor need the corporation be completely liquidated ; even a “partial 
liquidation” will be taxed under some circumstances as a capital gain 
or loss.° This disparity between ordinary dividends and liquidating dis- 
tributions, it must be emphasized, is of general applicability. The liquida- 
tion of a “collapsible corporation” differs from other liquidations only 
in that it is pursuant to a preconceived plan. With the “collapsible cor- 
poration” the tax advantage is enjoyed deliberately rather than, so to 
speak, by accident. 

The purpose of this article is to examine critically the tax treatment 
of corporate liquidations. It is our view that President Truman’s pro- 
posal was doubly defective: by concentrating on the “collapsible corpora- 
tion,” it neglected the tax-avoiding potential of other corporate liquida- 
tions; and by urging legislation, it underestimated the possibility of clos- 
ing the loophole without additional legislation." 


THE “COLLAPSIBLE CORPORATION” 


Even the meager description of the “collapsible corporation’’ in the 
President’s message will have brought to any tax lawyer’s mind cases like 
Higgins v. Smith® and Lucas v. Earl.’ Unless there are mitigating cir- 


5I.R.C. §115(c). Less indulgent treatment prevailed from 1934 to 1936, infra note 39. 
The text assumes that the stock is a “capital asset” under section 117(a) ; the assumption 
is not valid for dealers in securities. But even they are taxed only on the gain or loss 
realized by liquidation, not on the accumulated earnings and profits. The same is true 
of taxpayers who have held the stock for six months or less. See also the special 
treatment of foreign personal holding companies (§115(c), last sentence). 

6 See p. 455 infra. 

tT Indeed, the President’s legislative proposal will return to haunt the Treasury. Since 
it came close to admitting that legislation was necessary, it prejudices an attack on the 
“collapsible corporation” under existing law. See statement of Mr. Ellsworth C. Alvord, 
on behalf of the Chamber of Commerce of the United States, before the House Committee 
on Ways and Means, Feb. 28, 1950. The slip may not be fatal, for some leeway must 
be allowed in advocacy and the Treasury was careful to emphasize that doubt exists 
even under present law as to the propriety of the scheme. Moreover, even the Presi- 
dent’s statement said only that the taxpayers “might escape . . . the tax they should pay.” 

8 308 U.S. 473 (1940). 

9281 U.S. 111 (1930). 
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cumstances which have not been made public, the scheme is subject to 
attack under present law. Indeed, the Treasury’s major problem is to 
choose from among a variety of theories, each of which would deny to 
the “collapsible corporation” the tax advantages it seeks. Among these 
theories are the three which follow: 

1. Stock as Compensation. The creation of the “collapsible corpora- 
tion” is attended by an understanding, explicit or implicit, that the share- 
holders will perform services in the production of the film either without 
salary or for a salary which is less than the fair value of the services.”® 
And that understanding imparts to the stock a potentiality of great value. 
Though of course it would be impossible at the outset of the venture to 
predict the ultimate return which the shares will earn, no shareholder 
would be willing to sell his shares for what they cost him. Performance 
of the services as the film is produced is in compliance with that same 
understanding, even though it be only implicit: in serving without salary, 
the shareholders are not making a contribution to a charity.** Nor are 
the shareholders the only parties to the understanding, for lenders ad- 
vancing funds to the corporation act in reliance upon the promise of the 
shareholders that the expected services will be forthcoming.” 





10 Instead of services, one of the shareholders may contribute a story or script. The 
authors understand that the shareholders who perform services sometimes receive their 
“established” salaries from the corporation. The tax advantage in such cases would 
be minimized. Such corporations are less vulnerable to attack, though even here the 
shareholders are receiving as a capital gain on liquidation a share of the film’s profits 
which, in the case of a continuing corporation, would be received as payment for services 
or as dividends taxable as ordinary income. . 

11 Supra note 10. This suggests still another argument, mentioned only to evidence 
the wealth of theories available to the Treasury. The performance of the services, though 
without salary, might be considered as the equivalent of (1) a realization by the indi- 
vidual of their fair market value, followed by (2) a transfer of that value as a capital 
contribution to the corporation. The tax consequences would be (1) ordinary income 
to the amount of the value of the services and (2) an increase in the shareholder’s basis 
for his stock. (Consider in this connection the recent rulings on gifts of property not 
yet taken into income, discussed by Miller, Gifts of Income And of Property; What the 
Horst Case Decides, 5 Tax L. Rev. 1 (1949).) Though this analysis may superficially 
seem far-fetched, is the transaction so different from the familiar receipt of stock as 
compensation for services? If the individual already owns the corporation, the per- 
formance of services without salary increases his equity in the corporation; he is benefited 
as much by an increase in the value of the shares he now owns as he would be by an 
additional issue of stock. Should the tax consequences of the two situations differ? Of 
course, in the usual case of stock compensation, the value of the shares received reflects 
primarily the other assets of the corporation, and only incidentally the assets created 
by the services thus compensated. Moreover, ordinarily the compensatory shares have an 
easily ascertainable value. In the case of the “collapsible corporation,” the increase in the 
shareholder’s equity resulting from his (otherwise) uncompensated services may resist 
valuation. 

12 Tf title to the shares is conditioned upon performance of the services, a restriction 
which lenders or the other shareholders might exact, it could be argued that compensation 
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Viewed in this light, the device is seen as a method of compensating 
the shareholders for their services either (1) by permitting them to 
purchase stock for less than its fair value, or (2) by transferring to them 
the corporation’s liquidating distribution, or (3) by paying to them the 
ultimate profits of the venture. 

The receipt of stock as compensation for services is not uncommon, nor 
is it uncommon for an employee to receive for his services the opportunity 
to purchase stock for less than its fair market value. In the one case, the 
full value of the stock, in the other, the “spread,” must be reported by 
the employee-shareholder as ordinary income.** Even if the payment were 
for services to be rendered in the future, the value of the stock or the 
“spread” between cost and value would be so reported. In such cases, the 
present value of the stock is crucial ; the stockholder is not thinking of its 
liquidating value, except to the incidental extent that it enters into the 
computation of present value. The peculiarity of the “collapsible corpora- 
tion” is that the principal element of value in its stock is the anticipated 
liquidating distribution, the amount of which cannot be estimated at the 
time the stock is acquired. That uncertainty may require a postponement 
of the tax reckoning, but it cannot be used to escape the reckoning. The 
shareholder is comparable to the individual who agrees to perform services 
in return for a percentage of an enterprise’s profits. Since the value of his 
interest in the profits can not be determined at the time, the proceeds will 
be reported as income as they are received. 


If, then, uncertainty in its value prevents reporting the stock in the 
“collapsible corporation” as-compensation when received, there will have 
to be an accounting at a later date. This might be at the time of the 
liquidating distribution, the practice apparently being to liquidate the cor- 
poration as soon after the film’s completion as its probable success can 
be gauged. Another possibility, especially if the value at the time of 
liquidation were too speculative, would be to report as income the profits 
of the film as they are received in subsequent periods.* In other in- 
dustries, if there is no intermediate period at which future profits can be 
estimated with any degree of accuracy, the only feasible time of reporting 
would be upon receipt of the profits. It may be argued that the foregoing 
suggestions are a distorted reconstruction of the actual venture. We 
suggest, to the contrary, that if the individuals involved were questioned 


in the form of stock is received when the condition is satisfied. At that time, the value 
of the shares would be more capable of estimate than when the corporation was first 
organized. But see Chaplin v. Comm’r, 136 F. 2d 298 (C.C.A.9th 1943). 

18 Reg. 111, Sec. 29,22(a)-1. 

14 Eisenstein has trenchantly discussed the choice in reporting income between the 
date a contract right is acquired and the date the payments thereunder are received. 
Eisenstein, A Case of Deferred Compensation, 4 Tax L. Rev. 391, 402-419 (1949). 
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in the absence of their accountants and attorneys they would reply that 
they were paid for their services and that the pay was the stock, the 
liquidating distribution, or—more probably—the profits ultimately realized 
from release of the film. And we suggest that, if the issue were tested in 
court, the judicial response would be closer to the answer of the individual 
performers than to those of their lawyers.” 

2. Lucas v. Earl. The security of the “collapsible corporation” is also 
threatened by a line of decisions stemming from Lucas v. Earl.** There 
the Supreme Court, when the federal income tax was still in comparative 
infancy, held that an assignment by one person to another of income to 
be earned in the future by the assignor’s personal services was ineffective 
for tax purposes : 


There is no doubt that the statute could tax salaries to those who earned them 
and provide that the tax could not be escaped by anticipatory arrangements and 
contracts however skillfully devised to prevent the salary when paid from 
vesting even for a second in the man_who earned it.’® 


The Court assumed that the assignment was valid under state law and, 
even more significant, regarded the motive of the taxpayer as irrelevant ; 
in point of fact, the assignment was executed more than a decade before 
the Sixteenth Amendment was adopted. Lucas v. Earl did not rest upon 
the close relationship of the parties, though they were husband and wife. 
The assignment would have been equally ineffective if the assignee had 
been a friend whom Earl had wished to benefit, a charitable organization, 
or even a speculator who had paid for the assignment. 

Moreover—and this bears on the relationship between Lucas v. Farl 
and the “collapsible corporation’”-—the arrangement is ineffective “how- 
ever skillfully devised.” The simple case is an assignment of future salary, 
but even Lucas v. Earl involved the taxability of both salary and fees 
received by the assignee but earned by the assignor. Suppose instead that 
Earl had agreed to engage in professional services at his wife’s direction 
and that she “contracted out” his skill to others. Unless Lucas v. Earl 
was a brutum fulmen, income created in this manner would have to be 
taxed to Earl as were the salaries and fees actually assigned by him to 
his wife. To bring the “collapsible corporation” even closer into focus, 
let us assume that Mrs. Earl was a theatrical producer and that Mr. Earl, 
a matinee idol, agreed to perform gratuitously or for an inadequate 
salary, in a show produced by her. Again, if Lucas v. Earl is not to be 

142 Relevant is the much-publicized announcement of Jan. 3, 1948 that “proposals .. . 
to obtain compensation for personal services under the guise of sales of property can- 
not be regarded as coming within the capital gains provisions of the Internal Revenue 
Code.” Mintz, Entertainers and the Capital Gains Tax, 4 Tax L. Rev. 275 (1949). 


15 281 U.S. 111 (1930). 
16 Jd, at 114-115. 
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outwitted by a “skillfully devised” contract, Mr. Earl would have to 
report a portion of Mrs, Earl’s profits as compensation for his own per- 
sonal services. If both invested their talent or their capital, an allocation 
of the profits would be necessary in order to disentangle their proper 
shares, but this difficulty should not be allowed to undermine the principle 
of Lucas v. Earl. In fact, an “anticipatory arrangement’ by which the 
income of personal labor is shifted to a controlled corporation would be 
more easily disregarded than a transfer to another person. Under the 
weight of Lucas v. Earl then, the “collapsible corporation” collapses pre- 
maturely. 

Later decisions of the Supreme Court, reinforcing and extending Lucas 
v. Earl, further confirm its applicability to the “collapsible corporation.” 
They are so familiar as to require no more than citation.’ Some pursue 
the question of “who worked for, otherwise created or controlled the 
income.” ** One does not have to subscribe to the labor theory of value 
to conclude that the source of the income of the “collapsible corporation” 
is the personal services of the shareholder-employees. Another group of 
cases, more searching (or cynical) than Lucas v. Earl, asks: Did the 
assignor feel any poorer after he disposed of the income? Or was the 
device merely one by which “what is in reality but one economic unit . . . 
[is] multiplied into two or more’? **® Again, the “collapsible corporation” 
will find the answers embarrassing. 

It will perhaps be suggested that these cases are irrelevant because they 
involve the assignment of income by one taxpayer to another. The “col- 
lapsible corporation,” on the other hand, is liquidated before any income 
is realized and hence is not the “assignee” of income. This is true, at 
least in the case of the typical motion picture corporation, but the con- 
clusion is a non sequitur. Lucas v. Earl was pointed not at “assignments” 
alone, but at the entire range of “anticipatory arrangements and contracts 
however skillfully devised to prevent the salary from vesting . . . in the 
man who earned it.” The fact that the corporation escapes taxation by 
cleverly liquidating before the income is actually received, or even before 
it is accruable,”° is forlorn support for distinguishing away Lucas v. Earl. 
The distribution contracts made by the corporation and the profits of those 
contracts are the fruit of the individuals’ services. Lucas v. Earl and its 
widening circle of related decisions require that the fruit be taxed to the 


17 Infra notes 18 and 19. 

18 Comm’r v. Tower, 327 U.S. 280, 290 (1946); Burnet v. Leininger, 285 U.S. 136 
(1932) ; Helvering v. Eubank, 311 U.S. 122 (1940). 

19 Helvering v. Clifford, 309 U.S. 331, 335 (1940); Comm’r v. Sunnen, 333 U.S. 591 
(1948). 

20TIt is possible, moreover, that some “collapsible corporations” receive or accrue 
the profits of the venture before liquidating. 
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tree. Reporting the proceeds of liquidation as a capital gain is not enough. 
It is remuneration for personal services and must be so reported. 

3. Commissioner v. Laughton; Higgins v. Smith. The foregoing 
theories have accepted the “collapsible corporation” as a bona fide entity 
apart from its shareholders. Now that premise must be put to the test. 

In Commissioner v. Laughton™ it was held that income received in 
form by a corporation is to be imputed to a shareholder-employee if his 
“hiring of himself to [the corporation] for a salary substantially less than 
the compensation for which the corporation supplied his services as its 
employee to various motion picture producers, constituted, in effect, a 
single transaction by [him] in which he received indirectly the larger sum 
paid by the producers.” The Court held that this was the proper criterion, 
in the face of uncontradicted testimony that the motive was not tax avoid- 
ance and even though the Board of Tax Appeals had found that the 
corporation “was a business organization, managed by businessmen, and 
created for business reasons.” ** 

The Laughton decision is the more significant in that the “incorporated 
talent” practice there disclosed was the subject of a specific provision in 
the personal holding company sections of the Internal Revenue Code.” 
This provision, added in 1937, was not applicable to the earlier years 
involved in the Laughton case, but the change had occurred before the 
case was decided. The Court’s decision shows that the personal holding 
company sections, though they were expected by Congress to “take care 
of the ‘incorporated talent’ loophole,” ** are not the only string to the 
Treasury’s bow. A corporation gets no tax immunity merely because it 
manages to elude the mechanical tests * which govern the applicability 
of those sections. 

The “collapsible corporation” contemplates a group of persons who 
receive, instead of a salary or a direct share of profits, stock worth com- 
paratively little at the time, intending to realize their reward at a later 
time through liquidation of the corporation. The scheme does not differ 
in fundamentals from the plan considered in the Laughton case. Instead 
of a single individual, the “collapsible corporation” represents a group of 


21113 F.2d 103 (C.C.A.9th 1940). On remand, a decision was entered in conformity 
with a stipulation between the parties under which tax deficiencies of about $24,000 were 
assessed. 

2240 B.T.A. 101, 106 (1939), remanded, 113 F.2d 103, 104 (C.C.A.9th 1940). 

237.R.C. §502(e). 

24H. R. Rep. No. 1546, 75th Cong., 1st Sess., reprinted in 1939-1 (Part 2) Cum. Butt. 
704, 707; Rudick, Section 102 and Personal Holding Company Provisions of the Internal 
Revenue Code, 49 Yate L. J. 171, 177 (1939). 

25 The tax is applicable only if (a) more than 50% in value of the corporation’s stock 
is owned directly or indirectly by five individuals or less, and (b) at least 80% of its 
gross income is “personal holding company income.” I.R.C. §§501(a) and 502. 
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individuals ; diversification may shield the corporation from the personal 
holding company provisions of the statute ** but should not immunize 
it from the criterion of taxability applied in the Laughton case. Instead 
of “hiring out” the shareholder-employees’ services, the ‘collapsible cor- 
poration” makes direct use of their services and disposes of the product. 
Again, that fact may prevent application of the personal holding company 
sections, where Congress has chosen to penalize income “received under 
a contract under which the corporation is to furnish personal services.”’ ** 
It does not protect the individuals from the Laughton criterion of whether 
the income was received in effect, albeit indirectly, by them. 

Nor are the facts of the Laughton case more susceptible to the charge 
of “single transaction” than the facts in the “collapsible corporation” 
situation. Laughton entered into a five-year contract with his corporation ; 
at least some of the income which could have been taxed to him under 
the Court’s holding came from contracts between the corporation and 
third parties which were not arranged at the time the corporation was 
organized. In the case of the “collapsible corporation,’’ however, the 
prospective shareholders know at the time of incorporation the very enter- 
prise from which their future profits will arise. Moreover, the liquidation 
of the corporation places the profits of the enterprise directly in the hands 
of the shareholder. If anything, then, the “collapsible corporation’’ is 
more easily viewed as a “single transaction” than were the facts of the 
Laughton case, where the corporation was not promptly liquidated. Of 
course, where the shareholder’s services are “contracted out” by the cor- 
poration, it receives a fixed compensation, while the income of the “‘col- 
lapsible corporation’’ is dependent upon the success of the enterprise. Yet 
this distinction hardly stands in the way of the “single transaction” 
rationale: if a performer is willing to take a share of profits as com- 
pensation for his services, should his tax be lower because the profits have 
been filtered through a corporation ? 

The Laughton decision does not stand alone in refusing to honor the 
form of separate corporate existence. It was based on a Supreme Court 
decision, Higgins v. Smith,°* also relevant to the case of the “collapsible 
corporation.” There a taxpayer was denied a deduction for a loss incurred 
by selling property, at its fair market value, to a corporation wholly owned 
by him. The Supreme Court held that the District Court had properly 
instructed the jury that the critical question was whether the sale was 
“a transfer by Mr. Smith’s left hand, being his individual hand, into his 


26 Supra note 25. 
271.R.C. §502(e). If the corporation itself received the proceeds of the film’s distri- 


bution, however, it might be contended that they were “royalties” and not “rents.” Com- 
pare I.R.C. §502(a) with I.R.C. §502(g). 
28 308 U.S. 473 (1940). 
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right hand, being his corporate hand, so that in truth and fact there was 
no transfer at all.” *® (Parenthetically it may be noted that, as in the 
Laughton case, the Court was unmoved by the fact that under later reve- 
nue acts the very abuse with which it was concerned was outlawed by a 
specific statutory provision not in force in the year in question.*°) Other 
cases, it is true, have denied the shareholder of a wholly-owned corpora- 
tion the privilege of combining the corporation’s income and his own, 
holding that even the “one-man” corporation must pay the corporate tax 
on its own income.** But they were cases where the taxpayer tried to 
shift his position after he “had adopted the corporate form for purposes 
of his own,” *? and they do not foreclose the Commissioner from disre- 
garding the corporate entity. In Higgins v. Smith itself the Court said : 


A taxpayer is free to adopt such organization for his affairs as he may 
choose and having elected to do some business as a corporation, he must 
accept the tax disadvantages. 

On the other hand, the Government may not be required to acquiesce in 
the taxpayer’s election of that form for doing business which is most advan- 
tageous to him. The Government may look at actualities and upon determina- 
tion that the form employed for doing business or carrying out the challenged 
tax event is unreal or a sham may sustain or disregard the effect of the fiction 
as best serves the purpose of the tax statute.** 


Applying the rationale of Higgins v. Smith and the Laughton case, then, 
the activities of the “collapsible corporation,” as well as its earnings, if 
there are any, might well be attributed to its stockholders. 

Must this line of argument be rejected because it carries too far? All 
corporations, in a sense, are the instruments or dummies of their share- 
holders ; ** and this is true in a realistic sense of close corporations where 
there is no gap between the shareholders and the management. Hence a 
broad construction of Higgins v. Smith, it will be asserted, would lead to 
the conclusion that corporate earnings are always “‘in reality” the earnings 


29 Td. at 475. 

30]. R.C. §24(b) (1) (B), first enacted by Sec. 24(a) (6) of the Revenue Act of 1934, 
48 Star. 680, 691. 

31 Moline Properties, Inc. v. Comm’r, 319 U.S. 436 (1943); see National Carbide 
Corp. v. Comm’r, 336 U.S. 422 (1949); Burnet v. Commonwealth Improvement Co., 
287 U.S. 415 (1932); see Cleary, The Corporate Entity in Tax Cases, 1 Tax L. Rev. 3 
(1945) ; Finkelstein, The Corporate Entity and the Income Tax, 44 Yate L. J. 436 
(1935). 

82 319 U.S. 436, 439 (1943). 

33 308 U.S. 473, 477 (1940). And see Comm’r y. Smith, 136 F.2d 556 (C.C.A.2d 1943), 
involving the same corporation. The corporation may be disregarded by the Treasury 
for one purpose and not for another. O’Neill vy. Comm’r, 170 F.2d 596 (C.C.A.2d 1948), 
cert. denied., 336 U.S. 937 (1949). 

84 See National Carbide Corp. v. Comm’r, 336 U.S. 422, 433 (1949) ; United States v. 
South Buffalo R. Co., 333 U.S. 771, 784-785 (1948). 
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of, and taxable to, the shareholders. Conscious of the dilemma, courts 
have sought to escape it by labelling the Higgins v. Smith corporation a 
“sham.” *° This does not mean that it lacked a charter, that its owner 
had failed to observe all corporate formalities in the past, or that he in- 
tended to ignore them in the future, when it might suit his purpose to do 
so. Nor does it appear to rest on a finding that the shareholder incor- 
porated to avoid taxes rather than to limit his liability; the loss would 
have been disallowed even if the corporation operated a mine or a mill. 
The label “sham,” in short, is not referable to any state of facts; it 
represents rather a conviction that justice will best be served by ignoring 
the corporate entity. And when the District Judge in Higgins v. Smith 
charged the jury in the words quoted above, he too was seeking to avoid 
the dilemma by instructing the jury to find as a “fact” something that 
is not a “fact.” 

Facing the issue instead of hiding it in the jury room or trial judge’s 
chambers, however, engenders insecurity. For—we might as well recog- 
nize it—there are only imperceptible differences of degree between the 
one-man “incorporated pocket book” and the one-man corporation which 
carries on a manufacturing business; there are only differences of degree 
between the one-man and the closely-held corporation, and so on. Does 
this mean that there are no guide-posts to decision? Not necessarily. 
One reasonable criterion is this: Was the corporation brought into being 
or the transaction framed as it was in response to business reasons of a 
non-tax variety, or was the main purpose an avoidance of taxes? The 
“one-man” grocery store may be incorporated to limit the operator’s 
liability ; it may therefore be thought proper to treat it as a separate entity 
for tax purposes. No doubt the shareholders of the “collapsible corpora- 
tion” also desired limited liability in the production and marketing of 
the film. And it is probably also true that the corporation is not liquidated 
until the risks of operation have been weathered; hence liquidation has 
the “business” purpose of bringing to an end a corporate entity which 
has lost its usefulness. But protection against personal liability for the 
risks of the enterprise could be as readily obtained if a corporation agreed 
to pay the performers a share of the profits as compensation. The reason 
they serve without compensation is to reduce their taxes, and this reason 
may condemn the scheme. Surely the lenders who finance the corpora- 
tion’s activities do so because of the understanding that the shareholders 
will serve without compensation; to those lenders the corporation does 
not stand on its own feet. 

It must be admitted that this area is one of shifting sands, with hazy 
boundary lines. However often we acknowledge that the drawing of lines 


85 National Carbide Corp. v. Comm’r, 336 U.S. 422, 437, n. 20 (1949). 
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is the judicial task par excellence, it is only grudgingly that one accepts 
the idea that the earnings of a corporation may be taxed to a shareholder 
where it seems to a court just to do so. The trepidation of tax lawyers at 
the approach of such roguish concepts as equity and justice is enormous, 
being matched in fact only by the reverence accorded to those concepts 
on ceremonial occasions and when tax “relief” is sought. Yet there is no 
escape. Even the “collapsible corporation” must be measured by those 
standards. And it is likely to be found wanting. 


CoMPLETE LIQUIDATIONS 


It has already been pointed out that the peculiar characteristic of the 
“collapsible corporation” is a plan at the time of creation to take ultimate 
advantage of the Code’s generous treatment of corporate liquidations. 
But that generosity is attractive to other corporations as well, offering to 
all an equal opportunity to spare their shareholders the rigors of individual 
income tax rates by paying out accumulated earnings and profits as liqui- 
dating distributions rather than as ordinary dividends. Is the Code overly 
generous? The balance of this article is addressed to this question, first 
as respects complete liquidations, and then as to partial liquidations. 

So long as a sale of shares is a capital transaction regardless of the 
extent of undistributed earnings and profits, it will be urged that a com- 
plete liquidation ought to be treated similarly. This point of view com- 
mended itself to Congress in 1924. In reporting the bill which became 
the Revenue Act of 1924, the Senate Finance Committee said: 


The bill treats a liquidating dividend as a sale of the stock, with the result 
that the gain to the taxpayer is treated not as a dividend subject only to the 
surtax but as a gain from the sale of property which may be treated as a 
capital gain. . . . A liquidating dividend is, in effect, a sale by the stockholder 
of his stock to the corporation ; he surrenders his interest in the corporation 
and receives money in place thereof. Treating such a transaction as a sale 
and within the capital gain provisions is consistent with the entire theory of 
the Act and, furthermore, is the only method of treating such distributions 
which can be easily administered.** 


The analogy of a liquidation to a sale of the stock has held sway ever 
since, except for one brief period,*’ and is now embodied in section 115(c) 
of the Internal Revenue Code. 


36 Sen. Rep. No. 398, 68th Cong., Ist Sess., 1939-1 (Part 2) Cum. Butt. 266, 274. 

87 Section 115(e) of the Revenue Act of 1934 provided that any gain (excess of amount 
received over basis) realized upon a complete liquidation would be taxed as a short-term 
capital gain, regardless of the time the shares had been held. But a loss thus realized 
was subject to the percentage reduction of section 117(a), graduated according to the 
holding period applicable to the shares. The House Committee on Ways and Means 
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But the analogy is imperfect. A sale of shares merely substitutes one 
shareholder for another, leaving the corporation's earnings and profits 
account intact. The result is that the earnings and profits will be taxed 
as ordinary income if and when they are distributed to the new share- 
holder; the outgoing shareholder furnishes the Government with a sur- 
rogate, as it were, whose withdrawal of the corporate earnings will be 
subjected to the graduated individual income tax rate. But on a complete 
liquidation, no one steps into the shoes of the original shareholder. The 
earnings and profits account—representing, be it remembered, income 
which has so far escaped the individual income tax because its distribu- 
tion has been postponed—is wiped clean. A sale of shares, then, merely 
put off the day of reckoning; a complete liquidation guarantees that there 
will be no reckoning, other than a recognition of capital gain or loss. 

Liquidation may differ from sale in another respect. If the assets are 
not converted into cash but rather are distributed in kind, the liquidation 


explained its recommendation as follows (H. R. Rep. No. 704, 73d Cong., 2d Sess., 1939-1 
(Part 2) Cum. Butt. 554, 576) : 


“Under existing law, a distribution in liquidation of a corporation is treated in the 
same manner as a sale of stock. This rule has serious objections, as it permits wealthy 
stockholders to escape surtax upon corporate earnings or profits distributed in the 
form of liquidating dividends. For instance, a corporation may have a surplus of 
$1,000,000. If the surplus is distributed as an ordinary dividend it is subject to the surtax 
rates in the hands of the shareholders. If it is distributed as a liquidating dividend it is 
subject only to the flat capital gain rate of 12) per cent in case the shareholder has held 
his stock for more than two years. Your committee recognizes that liquidating dividends 
do contain some of the elements of a sale in that the shareholder is relinquishing in whole 
or in part his investment in the corporation. 


“On the other hand, they also contain some of the elements of an ordinary dividend 
in so far as they represent a distribution of corporate earnings or profits. 


“The bill retains the principle of the present law of taxing to the shareholder only 
the amount by which the liquidating dividend exceeds the basis of the stock with respect 
to which the dividend ‘s paid. However, to prevent avoidance of surtax through liquidat- 
ing dividend, the gain to shareholder is made subject to both normal and surtax. This 
is accomplished by taxing the gain in the same manner as if it were a gain from a sale 
or exchange of a capita! asset held for not more than one year, even though the share- 
holder may have actually held the stock upon which the dividend is paid for a longer 
period. But if a loss results from a liquidation of stock, the loss is treated as a loss 
resulting from a sale or exchange of a capital asset and is therefore subject to the 
provisions of section 117 of the bill.” 


This treatment came to an end in 1936, when the Revenue Act of 1936 returned to 
the pre-1934 method of taxing complete liquidations. The change was thus justified by 
the House Committee on Ways and Means (H. R. Rep. No. 2475, 74th Cong., 2d Sess., 
1939-1 (Part 2) Cum. But. 667, 674: 


“Section 115(c) has been revised so as to permit the sharcholders (other than cor- 
porations) of a corporation. which is completely liquidated within a 2-year period, to be 
taxed on the resulting gain under the provisions of section 117(a). ‘The last-mentioned 
section allows a taxpayer to take into account in computing net income only a certain 
portion of the gain, varying according to the length of time for which he has owned 
the stock. The present rule which requires a taxpayer in such a case to be taxed on 
100 per cent of the gain is preventing liquidation of many corporations. Thus, we are 
getting very little tax under the strict rule now provided. It is believed that the result 
of this modification in the method of taxing gains arising from complete liquidation will 
bring about a substantial increase in the revenue.” 
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does not spell an end to the shareholder’s interest in the enterprise. Instead 
of “selling out,” he has only changed the fashion in which he holds title to 
the assets. Like the shareholder who sells out, he has enjoyed the benefits 
of operating the enterprise in corporate form. Unlike the vendor of shares, 
however, he is able to switch the business unit when the corporate form 
becomes unattractive without losing his investment position. Having 
used the corporate shell as long as it served his purpose, he discards it 
at will without paying a personal tax on the accumulated earnings and 
profits. 

But is there a satisfactory alternative to taxing complete liquidations 
like sales? If liquidations were taxed more stringently than sales, it may 
be argued, the shareholders of a corporation contemplating liquidation 
could exploit the more generous tax treatment of sales by selling their 
shares just before the liquidation. The fear is not wholly unfounded. 
But the buyer would know that he would bear the brunt of the strict 
treatment of liquidations, and this would impair the feasibility of such 
an evasion. The prospective buyer’s knowledge of the impending liquida- 
tion, in other words, would impel him to discount his offering price for 
the shares. A residual tax advantage would remain if the prospective 
buyer were in a low tax bracket or if he had offsetting losses. Even this 
advantage would disappear if liquidation followed sale so closely as to 
justify application of the “single transaction” rule. For then the buyer 
would be treated as the seller’s “agent” or as the “conduit” through which 
the seller had received the liquidating distribution.** 

Assuming that disparate tax consequences for liquidations and sales 
could be protected against evasion, then, what form might a change take? 
Putting liquidating distributions on a par with ordinary distributions 
is the simplest: the distribution would be taxable as ordinary income to 
the extent of the corporation’s accumulated earnings and profits; the 
balance of the distribution would give rise to capital gain if it exceeded 
the basis of the stock or to capital loss if it were less than that basis. This 
treatment prevailed under the Acts of 1916, 1917, and 1921.°° By taxing 
in the year of liquidation the distribution of earnings and profits which 
may have been accumulated over a period of years, this method may be 
very harsh. And it might promote unsound dividend policies by corpora- 
tions whose liquidation a few years hence is a possibility ; the shareholders 





38 For a suggestive recent analogy, sce Conrad N. Hilton, 13 T.C. 623 (1949); Her- 
man M. Rhodes, 43 B.T.A. 780 (1941). A similar problem is dealt with by DeWind, 
Preferred Stock “Bail-Outs” and the Income Tax, 62 Harv. L. Rev. 1126, 1132-35 (1949) ; 
Darrell, Recent Developments in Nontaxable Reorganisations and Stock Dividends, 
61 Harv. L. Rev. 958, 969-972 (1948). 

39 Comment, Income Taxation of Liquidating Dividends, 47 Yate L. J. 1146, 1147 n. 7, 
1148 n. 12 (1938). 














1950} CORPORATE LIQUIDATIONS AND THE INCOME TAX 451 


would be tempted to distribute earnings currently rather than accumulate 
them for distribution on liquidation. 

Several devices come to mind to mitigate the inequity of pyramiding 
the tax. The portion of the liquidating distribution which represents 
earnings and profits could be taxed as though it had been received in equal 
installments over the previous three years—a fireside equity which has 
commended itself in other connections.*® Another concession would prob- 
ably be desirable to protect the investor who buys into a corporation with 
a large accumulation of earnings and profits just before a liquidation, 
especially one that is not foreseen by him. For the suggested change 
would require him to report part of the distribution (the earnings and 
profits) as ordinary income, though realistically it is a return of his in- 
vestment,** The resulting capital loss (his basis less the balance of the 
liquidating distribution) might be of little use to him in that year or 
even during the entire carry-over period. The proposed remedy for this 
problem is to permit his capital loss to be deducted from ordinary income 
to the extent of the earnings and profits represented by the rest of the 
liquidating distribution. 

Whatever the merits of a change, however, the Internal Revenue Code 
still adheres to the 1924 analogy of liquidation to sale. The legal issues 
in its administration, unlike those arising in connection with partial liqui- 
dations, have been few in number. 

What Is a “Complete Liquidation”? The phrase “complete liquidation” 
is not defined by the Code ** or by the regulations. Nor does the term have 
a recognized meaning which can be carried over from state corporation 
law.*® Apparently something less than dissolution under state law may 
be a “complete liquidation” under section 115(c) of the Code. In Kenne- 
mer v. Commissioner,** the Court of Appeals for the Fifth Circuit upheld 
the Commissioner’s assertion that a corporation had been liquidated where 
it had distributed substantially all of its assets, retaining only enough 
to pay its debts, had suspended business operations, and had allowed its 
charter to lapse for non-payment of the state franchise tax. There was 
no formal resolution to dissolve, no compliance with state dissolution 


40 See IL.R.C. §107. 

41 Of the course, the phenomenon occurs in a less exaggerated form whenever one 
buys a share before declaration of a dividend from earnings and profits accumulated 
before the purchase. Powell, Income from Corporate Dividends, 35 Harv. L. Rev. 363 
(1922). 

42 Section 112(b) (6) carries what might be termed a definition, but the definition is 
“for the purposes” of that paragraph only. 

43 State corporation statutes employ the terms “winding up” and “dissolution” rather 
than “liquidation.” See generally BALLANTINE ON CoRPORATIONS c. xx (rev. ed. 1946), 
and Stevens, HANDBOOK ON THE LAW OF PRIVATE CorporATIons c. 22 (2d ed. 1949). 

4496 F. 2d 177 (C.C.A.5th 1938). 
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procedure, and no surrender of shares ; moreover, the corporation’s charter 
was revived within a year. This slighting of formalities is not out of 
harmony with the purpose of the statute; if the Congressional analogy 
between a sale of stock and a liquidation has any validity, it seems 
appropriately applied whenever the shareholders get all the corporate assets 
even if the charter of the corporation is not surrendered. If, after the 
liquidation, the shareholders want to carry on another enterprise in cor- 
porate form, should it matter in these days of cheap incorporation that 
instead of procuring a new charter they employ the shell cast off by the 
old enterprise ? 

Ordinarily it would probably be the taxpayer rather than the Commis- 
sioner who would urge that a distribution met the requirements of “com- 
plete liquidation,” for one which did not might be in whole or in part an 
ordinary dividend. Since the corporation has the power to insure the status 
of “complete liquidation” by compliance with state dissolution procedure, 
it may be argued that an insistence upon ritual is not unfair to the tax- 
payer. But the United States hardly needs the shabby dollars that could 
thus be exacted from the unwary. 

And even the United States may lose—though more rarely—from a 
definition of “complete liquidation” in terms of state dissolution. The 
problem is suggested by a case in which a subsidiary corporation sold its 
assets to its parent, the subsidiary’s only asset thereafter being a claim 
against the parent for the unpaid sales price. Though the subsidiary was 
dormant after the sale, it was kept alive by the parent’s payment of fran- 
chise and other taxes. The finding of the Board of Tax Appeals that the 
subsidiary was not “liquidated” in the year its assets were transferred to 
its shareholder was sustained on appeal.*® Thus, the parent has unfettered 
use of the assets, but is able to postpone actual liquidation (i.¢., a sur- 
render of its stock for cancellation of the subsidiary’s claim) as long as 
it desires. It can, therefore, liquidate the subsidiary in a year when the 
recognition of gain on the surrender of its stock will be less painful or the 
recognition of loss more useful. 

Although parent and subsidiary corporations may no longer profit 
from this scheme, because of a change in the statute,** it is still open to 
individual shareholders of a corporation to be liquidated. This maneuver 
would be particularly attractive if the corporation’s basis for the dis- 
tributed assets is greater than their market value. For then the corpora- 
tion, by selling the assets to its shareholders instead of distributing them 
in liquidation, can take a loss on the sale.** And, as stated, the tax con- 


45 Comm’r v. American Liberty Oil Co., 127 F.2d 262 (C.C.A.5th 1942). 


461. R.C. §$112(b) (6). 
47 Subject to the limitation of I.R.C. §24(b). 
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sequences to the shareholders of the liquidation (i.c., the difference be- 
tween the shareholders’ basis for the stock and the amount of the cor- 
poration’s claim against them) can be realized in the year of their choice. 
Possibly this avenue of tax avoidance would be open only if there was a 
business purpose in continuing the existence of the corporation after the 
“sale” of its assets to the shareholders, though it is difficult to conceive of 
a purpose that could not be achieved as efficaciously by the prompt dissolu- 
tion of the old corporation and the creation of a new one when required. 
Moreover, there is some authority for declining to recognize a purported 
sale of assets to shareholders as a genuine transaction, at least if a liquida- 
tion is contemplated and follows promptly.** 

Liquidation and Reincorporation. Immediately after a corporation is 
completely liquidated, the distributed assets may be transferred to a 
second, newly organized corporation. The receipt of the assets by the 
shareholders of the old corporation might be regarded as so transitory 
a step that no economic gain or loss has resulted, though possibly only the 
Commissioner would be in a position to disregard the formal liquidation. 
But resort to general principle is unnecessary since the reorganization 
provisions are directly in point. The transaction, viewed as a whole, is 
appropriately classified as a “reorganization” resulting in the non-recog- 
nition of either gain or loss.*” For when by pre-arrangement reincorpora- 
tion follows liquidation, the transaction meets the statutory requirements 
of both a “(C)” and a “(D)” reorganization. Section 112(g)(1)(C) 
labels as a reorganization “the acquisition by one corporation, in exchange 
solely for all or a part of its voting stock, of substantially all the properties 
of another corporation.” And section 112(g)(1)(D) classifies as a 
reorganization “a transfer by a corporation of all or a part of its assets 
to another corporation if immediately after the transfer the transferor or 
its shareholders or both are in control of the corporation to which the 
assets are transferred.” °° 


48Gaunt & Harris v. United States, 110 F.2d 651 (C.C.A.6th 1940); see France 
Co. v. Comm’r, 88 F.2d 917 (C.C.A.6th 1937). 

49 Survaunt v. Comm’r, 162 F.2d 753 (C.C.A.8th 1947). Of course, literal compliance 
with the statute is not enough, and gain or loss may be recognizable because the under- 
lying assumptions of ‘the “reorganization” provisions are not applicable to a particular 
case. See, e.g., Standard Realization Co., 10 T.C. 708 (1948). But a transfer of assets 
to a second controlled corporation should be no more—as it should be no less—vulnerable 
if it follows a liquidation of the first corporation than if it precedes the liquidation. 

50In a comparable situation, the proper result is equally clear though it cannot be 
achieved under the Code. The shareholders of the old corporation may cause its com- 
plete liquidation and, in pursuance of a pre-arranged plan, transfer the assets thus 
acquired to a corporation which they already control. If the acquiring corporation issues 
no stock in exchange, there is no “(C)” or “(D)” reorganization, though the economic 
position of the parties is no different than if the technical requirements of “reorganization” 
had been met by an issue of additional stock in exchange for the assets. 
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So far we have assumed that all of the assets received upon liquidation 
of the first corporation are transferred by the shareholders to the second 
corporation. What if only some of the assets are so transferred, the 
balance being retained by the shareholders? A similar question arises if 
the first corporation directly transfers some of its assets to the second, 
in exchange for the second corporation’s stock, and thereafter liquidates. 
If a considerable part of the assets were thus held back, either by the first 
corporation or by its shareholders, at the time of the transfer to the 
second corporation, the transaction could not be a “(C)” reorganization, 
since that requires the acquisition by the second corporation of “sub- 
stantially all the properties” of the first. But the transfer would still 
fit the definition of a “(D)” reorganization: “a transfer by a corporation 
of all or a part of its assets” to a second corporation controlled by its 
shareholders. Viewed analytically, the transaction is only a partial— 
rather than a complete—liquidation of the enterprise, for part is being 
continued in corporate form, though under another charter. From the 
point of view of the shareholders, the transaction resembles a simple sur- 
render to the original corporation of some of their shares (i.e., to the 
extent of the value of the assets they now hold in their individual capacity). 

Unless the receipt by the shareholders of the unincorporated assets gives 
rise to ordinary income (to the extent of the first corporation’s earnings 
or profits) rather than to capital gain or loss, the door would open to an 
ingenious scheme of tax avoidance. The shareholders of a corporation 
could refrain from paying dividends for a few years, then liquidate the 
corporation, retain part of the assets in lieu of the withheld dividends, 
reinvest the balance in a newly created corporation, and repeat the process 
indefinitely. If accepted at face value, this scheme would permit the share- 
holder to siphon off unneeded earnings and profits without ever report- 
ing them as ordinary income. Without endeavoring to plumb the mysteries 
of the reorganization provisions, the authors note that the suggested 
device might run afoul of section 112(c)(2)." But even within the 
confines of the liquidation sections, section 115(g) would create certain 
hazards for the shareholders who are fleeing from the clutches of section 
115(a). 


Section 115(g) announces that if a corporation 


cancels or redeems its stock . . . at such time and in such manner as to make 
the distribution and cancellation or redemption in whole or in part essentially 
equivalent to the distribution of a taxable dividend, the amount so distributed 
[to the extent of post-1913 earnings of profits] . .. shall be treated as a 
taxable dividend. 


51 Lewis v. Comm’r, 176 F.2d 646 (C.C.A.1st 1949). 
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This section is customarily thought of as a hazard which must. be over- 
come only by partial liquidations, and the authors will discuss it more 
fully in the next portion of the article. But has it no place in a discussion 
of complete liquidations? The regulations state that section 115(g) is 
not applicable to a “bona fide” distribution in complete liquidation of the 
corporation.** In 1926 the Senate Finance Committee on Ways and 
Means, reporting on a redrafted section 115(g), said that it “obviously 
does not apply in cases of complete liquidation of all the stock of the 
corporation.” °* Yet perhaps the admonition in the regulations that only 
“bona fide” distributions in complete liquidations may escape section 
115(g) will bar the use of the tax avoidance device described above.*™ 
For if the transfer of some assets to a new corporation closely precedes 
or follows liquidation of the old, the bona fides of the shareholders will 
be open to question, especially if the same (non-tax) economic results 
would have been achieved by an ordinary dividend (or a partial liquida- 
tion) by the old corporation. But except for a situation of this type, 
section 115(g) is not a threat to complete liquidations. 


PARTIAL LIQUIDATION 


Short of closing up shop, a corporation may distribute assets to its 
shareholders for many reasons. Business may have been profitable, re- 
sulting in the accumulation of more cash than is needed for normal 
operations. Perhaps the directors accumulated cash for an expansion 
which for one reason or another never occurred. Or the business may 
have discontinued a particular line or branch as part of a general policy 
of contraction. 

Once the decision is made that the business can get along with less 


52 Reg. 111, Sec. 29.115-9. 

53 Sen. Rep. No. 52, 69th Cong., Ist Sess., 1939-1 (Part 2) Cum. BuLt. 332, 344. 

58a Ordinarily, as in the Lezwts case, supra note 51, the Commissioner will be satis- 
fied to assert a tax under section 112(a) (2) on the distributed cash or property. In fact, 
treating the liquid assets as “boot” under section 112(c) (2) rather than as a liquidating 
distribution under section 115(c), spares the Commissioner a difficult hurdle, for a liqui- 
dating distribution cannot be taxed as a dividend under section 115(g) if it reflects a 
“legitimate shrinkage” of the business. See p. 471 infra. Functionally, however, the trans- 
action in the Lewis case was a partial liquidation. On the other hand, there may be occa- 
sions when the Commissioner will steer away from section 112(c) (2), preferring to face 
the rigors of section 115(g), for section 112(c) (2) applies to “boot” only if there has been 
a “gain” on the exchange. Thus, if the shareholder’s basis for the old stock exceeds the 
value of what he gets in exchange, there can be no tax under section 112(c)(2) even 
though there is “boot” which is made up of earnings and profits. In such cases, the 
Commissioner might well fall back on the business purpose doctrine to disregard the pur- 
ported reorganization (contrary to his position in the Lewis case), argue that there 
was either a partial liquidation or a non-bona fide complete liquidation, and take his 
chances with section 115(g). 
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capital, the directors have many ways of putting the decision into practical 
effect. The simplest way is to distribute cash or other property to the 
stockholders. If there were earnings and profits accumulated after March 
1, 1913, the distribution would be taxed to the recipient as a dividend to 
the extent of the post-1913 earnings. Or a reduction in the par value 
of the capital stock could be voted. The resulting surplus would be taxable 
as a dividend, to the extent of post-1913 earnings and profits, when 
distributed. 

But the directors might decide instead to distribute assets in exchange 
for part of the stock of the shareholders. A transaction of this type may 
take one of several forms. The corporation may retire the reacquired 
shares in accordance with state law. The reacquired shares may, on the 
other hand, be retained as treasury shares and treated in the various ways 
which the rules of accounting have suggested for this type of reacquisi- 
ton.** Finally, the reacquired shares might revert to the status of author- 
ized but unissued shares. Regardless of which bookkeeping technique is 
used in the reacquisition of the shares, the economic results are the same: 
physical assets have been separated from the business in exchange for 
shares of stock. There is no correlation between the economic facts which 
give rise to the distribution and the bookkeeping entry used to describe 
it. Nor will the corporation’s future conduct be appreciably restricted or 
altered by the use of one method instead of another. Certainly the eco- 
nomic interest of the shareholder who has given up stock in exchange 
for assets is not affected by the whims of bookkeeping. Yet despite the 
underlying policy of tax law to treat like transactions alike, economically 
similar transactions have received dissimilar treatment. It is obvious at 
the outset that the transactions just described differ from complete liqui- 
dations only in degree. In a complete liquidation all the assets are dis- 
tributed in exchange for all the stock. But every distribution of assets is 
a liquidation of sorts. Even the simple declaration of an ordinary divi- 
dend without the surrender of stock is a liquidation in the sense that the 
corporation has parted with a portion of its assets. And the reacquisition 
of part of the outstanding stock resembles a complete liquidation even 
more. The considerations which have been urged to justify a tax ad- 
vantage to complete liquidations would seem to justify a similar benefit 
to cases of partial liquidation. If a corporation curtails its operations, 
why deny it the benefits which are extended to a corporation which termi- 
nates its operations ? 

The Internal Revenue Code has provided a ready compliance with this 
seductive reasoning. The cloak which section 115(c) throws around 


54 See Himmelblau, Balance Sheet Presentation of Treasury Stock, reprinted in ScHA- 
prro & WIENSCHIENK, CASES AND MATERIALS ON Law AND AccounTING 330 (1949), 
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complete liquidations has been extended to partial liquidations as well. 
Thus, when a corporation reacquires its stock in a partial liquidation, 
the difference between the basis of the stock and the property transferred 
to the stockholder is taxed at the capital gains rate,°° no matter how great 
an amount of earnings and profits is distributed in the process. Section 
115(c) provides the most striking exception to the command of section 
115(a) that the term “dividend” means “any distribution made by a 
corporation to its shareholders . . . out of earnings and profits.” 

But the tax avoidance possibilities which lurk in this treatment of 
partial liquidations are obvious. A dominant stockholder who wants to 
remove earnings from his business could cancel shares of stock in a partial 
liquidation. Though funds received from the corporation are a distribu- 
tion of earnings and profits, the stockholder would be taxed only on the 
difference between the adjusted basis of the shares and the amount re- 
ceived for them. And the tax would be at the capital gains rate. There 
is no economic line between partial liquidations and ordinary dividends. 
It was with serious qualms, therefore, that Congress, in 1942, decided to 
extend the complete benefits of section 115(c) to partial liquidations.” 
For the preceding six years, gains in partial liquidation were taxed in 
full, like short-term capital gains.°* When, in 1942, Congress provided 
this tremendous opportunity for tax avoidance, it relied on another pro- 
vision in the Code to plug the dike. Section 115(g) taxes as a dividend 
any cancellation or redemption of stock which occurs “at such time and in 
such manner as to make the distribution . . . in whole or in part essen- 
tially equivalent to the distribution of a taxable dividend.” * 

It would appear from these provisions that all partial liquidations 
would have to stand the test of section 115(g). But section 115(g) comes 
into play only when there has been a “redemption” or “cancellation.” If 
there has been a reacquisition of shares without a “cancellation or re- 
demption,” a “sale” has occurred resulting in a capital gain. In determin- 
ing whether there has been a “sale” or a “partial liquidation,” courts have 
embarked on a confusing and, in our judgment, a meaningless task. 


557. R.C. §115(c): “... amounts distributed in partial liquidation of a corporation 
shall be treated as in part or full payment in exchange for the stock.” Sce Reg. 111, 
Sec. 29.115-5. 

56 Revenue Act of 1942, Sec. 147, 56 Stat. 841 (1942) (amending I.R.C. §115(c)). 

57 Revenue Act of 1936, Sec. 115(c), 49 Strat. 1687 (1936). For a brief historical dis- 
cussion of the changing treatments accorded partial liquidations, see Murphy, Partial 
Liquidations and the New Look, 5 Tax L. Rev. 73, 75-6 (1949). 

58In eliminating the inequality in tax treatment of partial and complete liquidations, 
the House Committee stated, “It is believed that 115(g) of the existing law is adequate 
protection for preventing distributions in partial liquidation from being utilized to dis- 
guise the taxation of a taxable dividend.” H. R. Rep. No. 2333, 77th Cong., 2d Sess. (1942), 
1942-2 Cum. Butt. 372, 412. 
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“Sale” or “Partial Liquidation.” Section 115(c) permits distributions 
in partial liquidation to be treated as payment for the surrendered stock 
and thus enables the shareholder to report his profit as a capital gain. 
But for tax purposes a partial liquidation occurs only if there has been 
a “cancellation or redemption” of a part of the corporation’s stock.** It 
seems to be agreed that cancelled shares are those which have been 
formally retired.® But “redemption” might encompass any reacquisition 
of shares by the corporation.** The courts have interpreted the term, 
however, more narrowly. The result is that the partial liquidation pro- 
visions of the Code, sections 115(c) and 115(g), have been called into 
play only in certain types of reacquisitions. Other forms of reacquisitions 
have been labelled “sale.” 

Upon this distinction, at best a formalistic one, turns the important 
question of whether section 115(g) will apply. Before 1942, the distinc- 
tion had even more serious tax consequences. From 1936 to 1942 gains 
in partial liquidation were taxable in full as short-term capital gains,” 
regardless of the period the shares had been held. But if a stockholder 


59T.R.C. §115(i): “As used in this section the term ‘amounts distributed in partial 
liquidation’ means a distribution by a corporation in complete cancellation or redemption 
of a part of its stock, or one of a series of distributions in complete cancellation or 
redemption of all or a portion of its stock.” 

60 The statute defines neither “cancellation” nor “redemption.” It is generally assumed, 
however, that cancellation of shares is synonymous with retirement. “The term ‘can- 
cellation of a share’... is the customary term to indicate that on its retirement the 
corporation shall lose the authority to reissue it or any new share in place of it.” BALLAN- 
TINE, CoRPORATIONS 617 (rev. ed. 1946). In Alpers v. Comm’r, 126 F.2d 58 (C.C.A.2d 
1942), Judge Swan recognized that a cancellation under section 115(i) was possible even 
if there had been no retirement in accordance with state law. 

61In James D. Robinson, 27 B.T.A. 1018 (1934), the Court specifically stated that 
“cancellation” and “redemption” were terms broad enough to include reacquisition of 
treasury shares. See Alpers v. Comm’r, 126 F.2d 58 (C.C.A.2d 1942) (dissenting opinion 
of Judge L. Hand). 

“Redemption” of shares is a term which defies precise definition. The flexibility 
involved in the redeeming of shares is indicated by the following excerpt from one 
of the leading treatises on corporate law: “Redemption of preferred shares frequently 
involves a reduction of legal capital, although not necessarily so, as preferred shares may 
be redeemed out of surplus. This method of reduction is frequently not subject to the 
general provisions as to reduction of capital, such as vote by the shareholders. . . . If 
redeemable shares are acquired from surplus, the surplus should be reduced. Cancellation 
is not always compulsory. Shares redeemed from surplus may be carried as treasury 
shares or as part of the authorized shares with powers in the directors to reissue them, 
in the absence of some statute or charter provision forbidding their issue.” BALLANTINE, 
Corporations 620 (rev. ed. 1946). 

Although “redemption” is a term usually applied to preferred shares, it is incon- 
ceivable that section 115(g) was intended to limit the reacquisition of only preferred 
shares. If common is included, it is difficult to see why any form of reacquisition could 
not be covered by “redemption.” See Murphy, Partial Liquidations and the New Look, 
5 Tax L. Rev. 73, 77-8 (1949). 

62 Revenue Act of 1936, Sec. 115(c), 49 Star. 1687 (1936). 
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could convince a court that he had “sold” his shares to the corporation, 
the gain would be taxed as a long-term capital gain provided he had held 
the shares for the minimum holding period. By placing the transaction in 
the “‘sale” catgory, then, the stockholder not only avoided the possibility 
that the entire distribution would be taxed to him as a dividend under 
section 115(g), but also achieved more favorable treatment on the gain. 
Thus, instead of deciding whether a reacquisition was essentially equiva- 
lent to a dividend, courts were often shunted off ca the side issue whether 
the gain or loss to the stockholder resulting from the reacquisition should 
be treated as if it resulted from a long-term or short-term transaction. 

In deciding this question, courts set up a variety of criteria. The most 
common was the distinction between shares held in the corporate treasury 
and those which were cancelled or retired. The former represented shares 
which had been “purchased’”’ by the corporation; * the latter were shares 
which had been “cancelled or redeemed.” ** This formalistic distinction 
received its strongest recognition in Alpers v. Commissioncr,® decided 
by the Second Circuit in 1942. The Court considered the retention of 
shares in the corporate treasury as strong evidence that the corporation 
did not intend a permanent distribution of surplus. Even a subsequently 
formed intent to retire the shares did not satisfy the Court’s strict re- 
quirement that the intent to retire the shares be present at the time of 
reacquisition.*° The absurdities of this distinction are obvious. The eco- 
nomic consequences of retiring shares are virtually identical with those 
which flow from retaining them as treasury shares. There is no basis in 
common sense for the imposition of different tax consequences on these 
substantially identical transactions. 

The treasury stock distinction was not the only one used to throw 
certain reacquisitions into the category of “sale,” thus avoiding the un- 
favorable pre-1942 treatment as a partial liquidation under section 115(c) 
or possibly as a dividend under section 115(g). If a small proportion of 
the outstanding stock was transferred to the corporation,” or if a small 
number of stockholders disposed of their holdings,® resulting in non-pro 


63 Fox v. Harrison, 145 F.2d 521 (C.C.A.7th 1944) ; Rollin C. Reynolds, 44 B.T.A. 342 
(1941) ; W. C. Robinson, 42 B.T.A. 725 (1940) ; William A. Smith, 38 B.T.A. 317 (1938). 
But see note 72 infra. 

64 Hill v. Comm’r, 126 F.2d 570 (C.C.A.5th 1942); Ellene Z. Rosensteel, 46 B.T.A. 
1184 (1942). 

85 126 F.2d 58 (C.C.A.2d 1942). 

86 See also Hadley v. Comm’r, 1 T.C. 496 (1943). 

87 Alpers v. Comm’r, 126 F.2d 58 (C.C.A.2d 1942) ; William A. Smith, 38 B.T.A. 317 
(1938). 

68 Harter Bank & Trust Co. v. Gentsch, 60 F. Supp. 400 (N. D. Ohio 1945) ; Trust Co. 
of Georgia v. United States, 60 F. Supp. 470 (Ct. Cl. 1945) ; Henry M. Johnson, 3 TCM 
930 (1944). 
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rata distributions, courts were more apt to say “sale.” In closely-held 
corporations it would be fairly easy to dress up a reacquisition to fit the 
“sale” category. 

Equally formalistic arguments were used on the other side. In order to 
call certain reacquisitions partial liquidations, it was necessary to find a 
“cancellation or redemption.” * If the reacquisition was pursuant to an 
authorization in the stock certificate, it was more likely to be a redemp- 
tion.” Retirement of the shares, or even an “intent” eventually to retire 
them, was considered conclusive proof of partial liquidation.” 

Occasionally courts seemed to disregard formality and looked for an 
intent to contract the business as an indication that a partial liquidation 
had occurred.”* If this intent could be found, the transaction would be a 
partial liquidation, even though the shares were held as treasury shares.” 
But even in the application of this standard, courts could not divorce 
themselves from the rigors of bookkeeping, for it was generally assumed 
that there was a bona fide liquidation in the economic sense, if the shares 
were not intended to be reissued.”* And too often an intent not to reissue 
was considered synonymous with formal retirement of the shares."* Thus, 
in many cases the standard of “intent” to contract business activity be- 
came another prop for supporting the formal distinction between treasury 
shares and retired shares. 

An analysis of the various criteria used by courts to decide whether 
to apply the partial liquidation sections of the Code serves no useful 
function. All of them were addressed to the wrong question. When a 





69 Trust Company of Georgia v. United States, 60‘F. Supp. 470 (Ct. Cl. 1945). The 
fact that the distribution is non-pro rata is only rarely given as an express reason for 
labelling the transaction as a “sale.” But without exception the “sale” decisions all 
involve non-pro rata distributions. See note 147 infra. 

70 However, in reaching the conclusion that a partial liquidation had occurred, courts 
often gave fairly broad meaning to the words “redemption” and “cancellation.” An 
“intent” to liquidate was often more important than the formal treatment of the shares. 
See note 74 infra. 

71 Gladys C. Blum, 5 T.C. 303 (1945) (despite notation “treasury shares” on stock). 

72 Cohen Trust v. Comm’r, 121 F.2d 689 (C.C.A.3d 1941); James Irvine, 46 B.T.A. 
246 (1942); Harmon P. Elliott, B.T.A. Memo. Dkt. 109291. P-H [42,539 (1942); 
Often an intent to retire could overcome the presumption of “sale” which accompanied 
treatment as treasury shares. See, e.g., William Cochran, 4 T.C. 942 (1945); John H. 
Fry, B.T.A. Memo. Dkt. 100931. P-H 41,241 (1941). 

73 R. D. Merrill, 4 T.C. 955 (1945); William Cochran, 4 T.C. 942 (1945); Harold F. 
Hadley, 1 T.C. 496 (1943). Contra: John M. Hathaway, 4 TCM 646 (1945); William S. 
Fox, B.T.A. Memo. Dkt. 92120. P-H 39,325 (1939). 

74 William Cochran, 4 T.C. 942 (1945). 

75 Cases cited note 73 supra. Alpers v. Comm’r, 126 F.2d 58 (C.C.A.2d 1942) (no 
permanent distribution of surplus if shares are intended to be reissued). 

76 Ellene Z. Rosensteel, 46 B.T.A. 1184 (1940) ; Marie Hammans, B.T.A. Memo. Dkt. 
96504. P-H {40,300 (1940); cf. W. C. Robinson, 42 B.T.A. 725 (1940). 
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corporation reacquires shares, the important question is whéther the 
reacquisition is essentially equivalent to a dividend. It was inevitable that 
the courts would become tangled in a hopeless web of technicalities once 
they started asking whether a given reacquisition was a “sale” or a “re- 
demption.” The language of section 115(g) did not compel the courts 
to make this artificial distinction. Certainly “redemption” is a term broad 
enough to cover reacquisitions which do not involve formal cancellation 
of shares. Even if the shares were sold to the corporation, there was no 
reason why the “sale” could not also have been, from the point of view of 
the corporation, a “redemption.” The courts, and not Congress, chose to 
equate “redemption” and “cancellation.” 

It is difficult to understand what factors courts actually considered in 
these cases. Before 1942, a partial liquidation received short-term capital 
gain treatment.’’ It may be that the courts were seeking a way to avoid 
this harsh treatment. They may have been impressed with the idea that 
a transfer of stock by a shareholder to his corporation was similar to a 
transfer of the stock to another shareholder. If the transactions resembled 
“sales,” courts were willing to impose a long-term capital gains tax 
instead of the short-term tax which followed from the partial liquidations 
treatment of the Code." 

But it is even more difficult to understand why these cases were decided 
in such great numbers. Throughout the 1930’s and early 1940's, when 
the bulk of these decisions were handed down, section 115(g) was in 
the Code. It provided that a cancellation or redemption essentially equiva- 
lent to a dividend would be taxed as a dividend. And courts were deciding 
regularly under section 115(g) that a reacquisition was or was not essen- 
tially equivalent to a dividend, disregarding completely whether the cor- 
poration had retired the shares or held them in the treasury."® A long 
line of Tax Court and Circuit Court cases indicates that in deciding ques- 
tions under section 115(g) there was no concern for the formal way in 
which the shares were treated on the corporate books.®° A full discussion 
and criticism of the criteria used by courts in section 115(g) cases will 
follow. But at least the courts in deciding cases under section 115(g) 
"1 See note 57 supra. 

78 See Conan Trust v. Comm’r, 2 TCM 703 (1943). There the Tax Court stated 
that section 115(c), which at that time taxed partial liquidations as short-term capital 
gains, was designed to prevent concealed dividends. The Court called the transaction a 
“sale” because it did not resemble a dividend. The feeling that section 115(c), before 


its amendment in 1942, was designed to punish concealed dividends undoubtedly led to 
the labelling of many redemptions as “sales.” 

79 E.g., Robinson v. Comm’r, 69 F.2d 972 (C.C.A.5th 1934); E. M. Peet, 43 B. T. A. 
852 (1941); J. Natwick, 36 B.T.A. 866 (1937). 

80 Of the many tests established by courts in deciding cases under section 115(g), 
see p. 465 infra, none had anything to do with the bookkeeping entries made by the 
corporation. 
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were addressing themselves to the important question underlying all reac- 
quisitions of corporate stock—is it essentially equivalent to a dividend? 
Why was it, then, that with section 115(g) in the Code, so many skir- 
mishes were fought along the line of “sale” versus “partial liquidation” ? 

The answer is not explicit in any of the cases. Undoubtedly many 
courts, like the Second Circuit, felt that “redemption and cancellation” 
could not include treasury shares.** Courts may have felt that the statute 
called for an analysis of the way the corporation treated the shares.** 
Also, as long as section 115(c) provided for short-term capital gains 
treatment for partial liquidations, there was less initiative for the Treasury 
to prove that a particular distribution was “essentially equivalent” to a 
dividend under section 115(g). It is true that in a partial liquidation the 
taxpayer could still offset his basis, while under section 115(g) he could 
not, if there were post-1913 earnings and profits.** Nevertheless, the 
taxation of the gain in full under section 115(c) may have lessened the 
zeal of the Treasury to prove a case under section 115(g). 

But perhaps the explanation for the tendency of the Treasury and the 
courts to discuss the problem in terms of “sale” and “partial liquidation” 
rather than in terms suggested by the language of section 115(g), lies in 
the history of section 115(g) itself, which is discussed more fully below. 
It is sufficient here to indicate that the prototype of section 115(g) was 
enacted to prevent the redemption of tax-free stock dividends.** Thus, 
most of the cases under section 115(g) have involved the redemption of 
shares that had been issued as a stock dividend. On the other hand, the 
“sale” and “partial liquidation” cases, for the most part, involved shares 
that had not been issued as stock dividends. Although section 115(g) is 
not limited to the redemption of shares originally issued as dividend 
shares,® there may have been a reluctance on the part of the courts and 
even of the Treasury to invoke the section in situations where the shares 
were acquired for value rather than as dividends. 


81 Alpers v. Comm’r, 126 F.2d 58 (C.C.A.2d 1942). 

82 Hamilton Allport, 4 T.C. 401, 403 (1944): “... the statute applies not to a dis- 
tribution in liquidation of the corporation or its business but to a distribution in cancella- 
tion or redemption of part of its stock.” Cited in John M. Hathaway, 4 TCM 646 (1945). 

88 When a distribution is taxed under section 115(g), the taxpayer cannot offset his 
basis. Undoubtedly, the fear that this basis might be permanently lost to the taxpayer 
has led courts to express concern for the purchaser for value who may forever lose his 
original investment. See p. 478 infra. The devices employed by taxpayers and courts to 
regain this basis are beyond the scope of this article. A good recent discussion of the 
problem is contained in Katcher, The Case of the Forgotten Basis: An Admonition to 
Victims of Internal Revenue Code Section 115(g), 48 Micu. L. Rev. 465 (1950). 

84 See notes 97 and 102 infra. 

86 Section 115(g) states, “If a corporation cancels or redeems its stock (whether or 
not such stock was issued as a stock dividend. . . .” 
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Whatever reasons may have impelled the courts to draw a formalistic 
distinction between “sales” and “partial liquidations,” one of the differ- 
ences which was engendered by this distinction was eliminated in 1942. 
Thereafter, gains resulting from distributions in partial liquidation quali- 
fied as long-term capital gains if the surrendered shares had been held 
for more than six months.*® Thus, a partial liquidation was taxed at the 
same rate as a sale. 

This did not mean, however, that the distinction between sales and 
partial liquidations had completely lost its importance. The distinction 
still lives and may result in serious tax differences,*’ the most important 
being the application of section 115(g). That section, it will be remem- 
bered, can be applied only if there has been a partial liquidation, 1.e., a 
cancellation or redemption. The Tax Court, and most courts of appeals, 
in applying section 115(g), have rarely turned their decisions on the 
question of “sale’’ and “partial liquidation.” They have tacitly assumed 
that section 115(g) could be invoked even if the shares were not per- 
manently retired. But the Second Circurit has consistently maintained 
that, since section 115(g) comes into play only if there has been a partial 
liquidation, it cannot be invoked if the transaction is a sale.** In Kirschen- 
baum v. Commissioner,® decided in 1946, the Second Circuit reiterated 
that in cases which come through the district court, the distinction between 
sale and partial liquidation would be applied. If the reacquired shares are 
held as treasury shares, the Second Circuit will refuse to apply section 
115(g). It is significant that only the Dobson” rule prevented the 


86 Revenue Act of 1942, Sec. 147, 56 Stat. 841 (1942) (amending I.R.C. §115(c)). 

87 The distinction between “sale” and “partial liquidation” may have tax consequences 
to the corporation as well as to the stockholder. Reg. 111, 29.22(a)-20, for instance, pro- 
vides: “No gain or loss is realized by a corporation from the mere distribution of its 
assets in kind in partial or complete liquidation, however they may have appreciated 
or depreciated in value since their acquisition.” Thus, if a corporation distributes appre- 
ciated assets, the favorable effects to the taxpayer of a “sale” are mitigated by the tax 
which the corporation must pay because it has realized a gain from the “sale” of the 
asset to the stockholder. See Lucius Pitkin, 13 T.C. No. 72 (1949). 

Reg. 111, 29.22(a)-15 provides another example of the distinction for tax purposes 
between “sales” and “partial liquidations.” It states: “... if the corporation receives 
its own stock as consideration upon the sale of property by it . . . the gain or loss result- 
ing is to be computed in the same manner as though the payment had been made in any 
other property.” Clearly, a distribution in partial liquidation would not fall within this 
provision and the corporation is not taxed for any gain or loss which results from a 
difference between the basis of the property and the market value of the stock. 

88 F.g., Alpers vy. Comm’r, 126 F.2d 58 (C.C.A.2d 1942). 

89155 F.2d 23 (C.C.A.2d 1946). 

80 Dobson v. Comm’r, 320 U.S. 489, 501 (1943): “Congress has invested the Tax 
Court with primary authority for redetermining deficiencies, which constitutes the greater 
part of tax litigation ... ; when the court cannot separate the elements of a decision 
so as to identify a clear-cut mistake of law, the decision of the Tax Court must stand.” 
See note 91 infra. 
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Second Circuit from overruling the Tax Court’s determination that sec- 
tion 115(g) should apply even though the shares were held in the cor- 
porate treasury. The legislative overruling * of the Dobson rule might 
eliminate the restraints which prevented the Second Circuit from substi- 
tuting its judgment for that of the Tax Court. Furthermore, a recent 
Seventh Circuit case, Commissioner v. Snite,®® indicates that another 
Circuit might hold section 115(g) inapplicable if the reacquisition is 
considered a “‘sale.”’ In that case the Circuit Court upheld the Tax Court’s 
ruling that the distribution was not essentially equivalent to a dividend 
under section 115(g). In dicta, however, the Court cited Alpers v. Com- 
missioner and stated that in its opinion Snite had received the proceeds 
of a sale. The implication was very strong that if the Tax Court had held 
this to be a dividend under section 115(g), the Seventh Circuit might 
have reversed on grounds that a redemption had not occurred. 

It has generally been assumed that if a reacquisition is a sale rather 
than a partial liquidation, capital gains treatment would inevitably follow. 
Certainly the statute does not lead inexorably to this conclusion. Section 
115(a) lays down the general rule that all distributions out of earnings 
and profits are dividends. Section 115(c) provides an exception to this 
rule for complete and partial liquidations. A strong argument can be 
maintained that liquidations provide the only exception to the rule of 
section 115(a). Therefore, if the earnings are not distributed in com- 
plete or partial liquidation, as defined by the statute, section 115(a) should 
apply and the earnings should be taxed as ordinary dividends. A transfer 
of cash or property to the stockholder, that is, can be regarded as a “dis- 
tribution” under section 115(a) even though the stockholder surrenders 
his stock. There is one precedent for this conclusion, James D. Robinson 
v. Commissioner,** decided by the Fifth Circuit in 1934. That case in- 
volved a simultaneous stock dividend and reacquisition by the corporation. 
The stockholder argued that he had received the proceeds of a “sale,” 
making section 115(g) inapplicable. The Court held that even if section 
115(g) did not cover the case, there had been a clear distribution of 
earnings and profits which could be taxed as a dividend. In 1945, in the 
case of Upham v. Commissioner,"* the Government tried to run a similar 
argument. But there the Tax Court rejected the Government’s contention 
that, because the transaction was a sale, it should be decided under section 


91T.R.C. §1141(a) became law on September 1, 1948. It provides, “The Circuit Courts 
of Appeals ... shall have exclusive jurisdiction to review the decisions of the Tax 
Court . . . in the same manner and to the same extent as decisions of the district courts 
in civil actions tried without a jury.” 

92177 F.2d 819 (C.C.A.7th 1949). 

9369 F.2d 972 (C.C.A.5th 1934). 

944 T.C. 1120 (1945). See also Comm’r vy. Quackenbos, 78 F.2d 156 (C.C.A.2d 1935). 
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115(a). Instead the Court ruled that the distribution was a liquidation 
under section 115(c) and not essentially equivalent to a dividend under 
section 115(g). It may be that a future court might follow the Robinson 
case and hold that “sales” of stock to the corporation which result in the 
distribution of earnings are taxable to the extent of post-1913 earnings 
and profits. 

This conclusion, of course, would not solve the basic problem which 
causes the confusion in the “sale” and “partial liquidation” cases. The 
issue would still turn on a formalistic distinction. Whereas now a verdict 
of “sale” results in an automatic capital gains treatment, an extension 
of the Robinson holding would find taxpayers fleeing from the category 
that had formerly been a haven. The label “dividend”? would be stamped 
on every distribution except a partial liquidation. The taxpayer would be 
forced to steer a narrow course: the distribution must be partial liquida- 
tion but at the same time not a distribution essentially equivalent to a 
dividend under section 115(g). 

Although the problem of distinguishing between sales and _ partial 
liquidations is still with us, the Act of 1942 had the salutary effect of 
lessening the tax consequences which result from the distinction. Conse- 
quently, the battleground in recent years has shifted almost entirely to 
section 115(g). The Treasury is no longer content to prove only that a 
partial liquidation has taken place. Instead, it often contends that there 
has been a partial liquidation essentially equivalent to a dividend. Thus, 
the interpretation of section 115(g) is today the most important factor 
in the taxation of corporate liquidations. It is to this section that we now 
turn. 

Section 115(g)—Essentially Equivalent to a Dividend. The legislative 
history of section 115(g) has been related often and in great detail.” 
Tt will be briefly repeated here, but only to the extent that it has influenced 
subsequent interpretation. When the Supreme Court, in 1920, held that 
Congress could not constitutionally tax stock dividends,** it became appar- 
ent at once that the decision could be used by stockholders as a device 
for avoiding the personal income tax on cash dividends. A corporation 
could issue a tax-free stock dividend and then redeem these shares at 


95 See ¢.g., Gutkin & Beck, Stock Redemptions as Taxable Events under Section 115(g) : 
The Impressionistic Test, 80 J. Accountancy 285, 286 (1945) ; Darrell, Corporate Liquida- 
tions and the Federal Income Tax, 89 U. or Pa. L. Rev. 907, 910 ff. (1941). For general 
discussions of the interpretation of section 115(g), see Adams, Some Tax Aspects of 
Complete and Partial Liquidations of Corporations, 28 N. C. L. Rev. 36 (1949); Gor- 
mick, “§115(g),” 78 J. Accountancy 60, 61 (1944); Danzig, Distributions in Liquidations 
and Reorganizations—Their Tax Consequences, 26 Taxes 645 (1948); Murphy, Partial 
Liquidations and the New Look, 5 Tax L. Rev. 73 (1949). 

96 Eisner v. Macomber, 252 U.S. 189 (1920). 
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their fair market value. The proceeds of liquidation would be taxed only 
to the extent that they exceeded the basis allocated to the dividend shares 
and then only as capital gains. The stockholder could recover the basis 
of the dividend shares tax-free. This possibility led to section 201(d) ” 
of the Act of 1921, taxing redemptions of stock dividends if the redemp- 
tion was essentially equivalent to a dividend. This was changed in 1924 
to include cases where stock was redeemed first, and then replaced by a 
stock dividend.* And, finally, in 1926 the section was given its present 
form,®”® being applicable ‘whether or not [cancelled or redeemed] stock 
was issued as a stock dividend,” if the distribution is a dividend in dis- 
guise. As already indicated, the section was not of major importance 
until 1942, because partial liquidations were treated like short-term capital 
transactions. In 1942, however, the section attained new importance when 
Congress permitted distributions in partial liquidation to qualify for long- 
term capital gains treatment.*°? The House Report specifically stated that 
section 115(g) was to be relied on to check abuses of the newly-given 
benefit to partial liquidations.*” 

But section 115(g) has had a difficult time cutting the umbilical cord 
connecting it with Eisner v. Macomber. It has already been indicated that 
the Treasury and the courts have been reluctant to apply the section if the 
redeemed shares had not been issued as tax-free stock dividends. But the 
history of section 115(g) has had another and more damaging effect on 
its subsequent interpretation. Since the section was introduced to strike 
at the redemption of shares which were originally issued for the purpose 
of avoiding personal income taxes,*°’ many courts have hesitated to 
invoke the section if the shares were originally issued free of such un- 
savory motives.*** The Second Circuit, in Patty v. Helvering,’** went 
so far as to say that if the shares were originally issued in good faith, 
section 115(g) could never apply. While other courts did not take so 
extreme a position, the purpose behind the original issuance of the shares 
was frequently mentioned as a factor in deciding whether a distribution 


®7 Revenue Act of 1921, Sec. 201(d), 42 Strat. 228 (1921). 

98 Revenue Act of 1924, Sec. 201(f), 43 Srar. 255 (1924). 

99 Revenue Act of 1926, Sec. 201(g), 44 Start. 11 (1926). 

100 See note 56 supra. 

101 See note 58 supra. 

102 The wording of the original section 201(d) of the Act of 1921 is aimed explicitly 
at the redemption of dividend shares (42 Stat. 228 (1921)). See Note, Stock Redemption 
of Cancellation Taxable as Dividend, 49 Harv. L. Rev. 1344 (1936). 

103 F.9., Comm’r v. Cordingley, 78 F.2d 118 (C.C.A.1st 1935) ; Comm’r v. Quackenbos, 
78 F.2d 156 (C.C.A.2d 1935); Comm’r v. Babson, 70 F.2d 304 (C.C.A.7th 1934); 
George A. Lembcke, 33 B.T.A. 700 (1935). 

10498 F.2d 717 (C.C.A.3d 1938). 
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was to be taxed as a dividend under section 115(g).’* It was this type 
of reasoning that led courts to use the “continuing plan” criterion of 
taxability, a criterion not wholly dead. 

Courts looked for a continuing plan, dating from the time tae shares 
were issued, to use the shares as a cloak for the distribution of dividends 
through a subsequent redemption.**® Although the statute requires only 
that the cancellation or redemption be essentially equivalent to a dividend, 
courts often insisted upon a direct relationship between the issuance and 
the redemption. Apart from the invalidity of this “continuing plan’”’ 
test in terms of the wording of section 115(g), the criteria used by the 
courts to determine the good faith of the original issuance were com- 
pletely unrealistic. If a corporation could show that business had ex- 
panded or was going to expand, necessitating more capital, courts apply- 
ing the “continuing” plan test would usually be convinced that the shares 
had been issued for a valid business purpose.**’ Almost entirely over- 
looked in this analysis were the economic realities of the particular case. 
When a small closely-held corporation wishes to reinvest its earnings, 
it does not have to issue a stock dividend to do it. Admittedly, a stock 
dividend, by freezing surplus into capital, might make the corporation 
a safer credit risk, but only rarely did the courts mention this factor. 
In judging the bona fides of the original issuance, courts usually asked 
only whether the business was expanding. This type of analysis had little 
meaning when applied to the stock dividends of a closely-held corporation. 

This analysis is even more sterile if the shares were not issued as a 
stock dividend. Rarely can it be shown that shares which were issued for 
conside1ation were to be used in a “continuing plan” of distributing earn- 
ings and profits. If this were the sole test for the imposition of a tax 
under section 115(g), the 1926 amendment, which sought to broaden 
its application to cover shares “whether or not . . . issued as a stock 
dividend,” would be a dead letter. 

Fortunately, however, most courts at an early stage rejected the view 
that the original issue of the shares was the key factor to be considered 


105 F.g., De Nobili Cigar Co. v. Comm’r, 143 F.2d 436 (C.C.A.2d 1944); Albert T. 
Perkins, 36 B.T.A. 791 (1937). See also cases cited note 103 supra. 

106 Comm’r v. Rockwood, 83 F.2d 359 (C.C.A.7th 1936); H. F. Asmussen, 36 B.T.A. 
878 (1937); Alfred E. Fuhlage, 32 B.T.A. 222 (1935) ; Heber Scowcraft Investment Co., 
4 TCM 755 (1945). A slight variation on this “continuing plan” theme is the tendency 
of some courts to apply section 115(g) if there is a short time interval between the 
issuance and redemption of the shares. Shelby H. Curlee, 28 B.T.A. 773 (1933), aff'd, 
Randolph v. Comm’r, 76 F.2d 472 (C.C.A.8th 1935). 

107 Heber Scowcraft Investment Co., 4 TCM 755 (1945) ; Alfred E. Fuhlage, 32 B.T.A. 
222 (1935). 

108 George A. Lembcke, 33 B.T.A. 700 (1935). 
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in analyzing the subsequent redemption.*** Courts using the “continuing 
plan” test often used other criteria which served to outweigh the fact 
that the shares may have been issued for a bona fide business purpose.**® 
And in Kirschenbaum v. Commissioner," the Second Circuit declared 
that the Supreme Court, by its decision in Bedford v. Commissioner,” 
had overruled the position that section 115(g) could never apply if the 
shares were issued for a valid business purpose. 

Most courts have looked to the circumstances surrounding the reacquisi- 
tion of the shares. And they have repeated with almost monotonous regu- 
larity that the facts of each case must determine the result. But in analyz- 
ing the facts of each case, different courts have looked for different things. 
The law under section 115(g) is still uncertain. 

On the verbal level most courts agree that the intent of the corporation 
in redeeming the shares is not a controlling factor."* Certainly if the 
court can find an intent to avoid taxes, i.e., a distribution cloaked as a 
partial liquidation in order to avoid being treated as a dividend, this will 
weigh heavily in the decision that a section 115(g) dividend has occurred. 
But it is settled that the absence of such an intent on the part of the cor- 
poration will not assure the stockholders of freedom from liability under 
section 115(g).%* The “net effect” of the redemption, rather than the 
good faith of the corporation, has supposedly been the key factor.™* 

But what individual facts must be accumulated before the “net effect” 
adds up to a distribution that is essentially equivalent to a dividend? 
Courts have provided stockholders with a number of criteria. Some offer 
genuine assistance in determining whether the transaction resembles the 
type of distribution which is taxable as a dividend under section 115(a). 
Unfortunately, however, the most important single standard of taxability 
under section 115(g), the existence of a legitimate business purpose, has 
little to do with the existence of a “dividend” as the term is defined by 
section 115(a). In the final analysis, it will be seen that, although the 
courts claim they are looking to the ‘‘net effect,” they have been using 


109 F.g., Smith v. United States, 121 F.2d 692 (C.C.A.3d 1941); Hyman v. Helvering, 
71 F.2d 342 (App. D. C. 1934); E. M. Peet, 43 B.T.A. 852 (1941); William H. 
Grimditch, 37 B.T.A. 402 (1938). 

110 Courts, while not rejecting completely the test of bona fide issuance of the shares, 
have frequently stated that it is only one of several factors to be considered. Hill v. 
Comm’r, 66 F.2d 45 (C.C.A.4th 1933); A. E. Levit, 43 B.T.A. 1077 (1941), appeal 
dismissed sub nom, Clayburgh v. Comm’r, 122 F.2d 411 (C.C.A.9th 1941). 

111155 F.2d 23 (C.C.A.2d 1946). 

112 325 U.S. 283 (1945). 

113 F.g,, Hirsch v. Comm’r, 124 F.2d 24 (C.C.A.9th 1941). 

114 [bid.; William H. Grimditch, 37 B.T.A. 402 (1938). 

115 Smith v. United States, 121 F.2d 692 (C.C.A.3d 1941); Flanagan v. Helvering, 
116 F.2d 937 (App. D. C. 1940) ; Fostoria Glass Co. v. Yoke, 45 F. Supp. 962 (N. D. 
W. Va. 1942). 
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to an increasing extent a standard of legitimate business purpose which 
has little to do with the distribution’s net effect. 

A constant factor considered by the courts is the extent to which the 
distribution is prorated among the various stockholders.***® There is no 
doubt that a pro rata distribution will raise a presumption that there has 
been a distribution essentially equivalent to a dividend. But a legitimate 
corporate purpose for the distribution can usually obviate the effects of 
the pro rata distribution.*** Conversely, the absence of a pro rata distribu- 
tion does not necessarily eliminate the possibility of a tax under section 
115(g). Some courts have recognized that even a non-pro rata distribu- 
tion can be essentially equivalent to a dividend if it has not resulted in 
a substantial change in the proportionate ownership equity of the individual 
stockholder,*** or if it appears that the distribution does not reflect a 
contraction in the activities of the corporation.*”” 

The corporation’s past dividend record is sometimes considered, but 
courts have drawn neatly opposing inferences from the record. Most 
courts are ready to find that a corporation with a poor dividend record 
which suddenly redeems its shares with earnings and profits is really 
concealing a dividend.**° But the Tax Court has recently held that a poor 
dividend record indicated a valid redemption, since a substantial dividend 
would have represented a sharp departure from past policy.** 

Courts have also sought to place responsibility for initiating the dis- 
tribution, apparently in the belief that a distribution instigated by share- 
holders is more like a dividend than one arising from the spontaneous 
action of the board of directors.**? It is also apparently thought that a 
distribution instigated by stockholders may be one which does not serve 
the legitimate ends of the corporation.** This effort to fix responsibility 


116 Flanagan v. Helvering, 116 F.2d 937 (App. D. C. 1940) ; Brown v. Comm’r, 79 F.2d 
73 (C.C.A.3d 1935); Hill v. Comm’r, 66 F.2d 45 (C.C.A.4th 1933); R. W. Creech, 
46 B.T.A. 93 (1942); cf., Fred B. Snite, 10 T.C. 523 (1948); Clara Louise Flinn, 37 
B.T.A. 1085 (1938) ; H. F. Asmussen, 36 B.T.A. 878 (1937). 

117 Comm’r v. Champion, 78 F.2d 513 (C.C.A.6th 1935); Samuel A. Upham, 4 T.C. 
1120 (1945); John P. Elton, 47 B.T.A. 111 (1942); Edwin L. Jones, B.T.A. Memo. 
Dkt. 106135. P-H 42,555 (1942). 

118 Hirsch v. Comm’r, 124 F.2d 24 (C.C.A.9th 1941); J. Natwick, 36 B.T.A. 866 
(1937). See Pullman, Inc., 8 T.C. 292 (1947) (petitioner holding 99 per cont of shares 
taxed under section 115(g)). 

119 Hirsch v. Comm’r, 124 F.2d 24 (C.C.A.9th 1941) ; William W. Wood, 2 TCM 1010 
(1943). 

120 F.g., Goldstein v. Comm’r, 113 F.2d 363 (C.C.A.7th 1940); E. M. Peet, 43 B.T.A. 
852 (1941) ; cf., Fred B. Snite, 10 T.C. 523 (1948), aff'd, 177 F.2d 819 (C.C.A.7th 1949). 

121 Joseph W. Imler, 11 T.C. 836 (1948). 

122 Flanagan v. Helvering, 116 F.2d 937 (App. D. C. 1940). 

128 Smith v. United States, 121 F.2d 692 (C.C.A.3d 1941); A. E. Levit, 43 B.T.A. 
1077 (1941), appeal dismissed sub nom. Clayburgh v. Comm’r, 122 F.2d 411 (C.C.A.9th 
1941). 
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is quixotic; the shareholders of the typical small or medium-sized cor- 
poration cannot be divorced from the board of directors, and in the case 
of a publicly-held corporation with a self-perpetuating board, the “initia- 
tive” of a shareholder would not result in a distribution unless the board 
for its own reasons agreed. As in the case of a distribution of earnings 
and profits without a surrender of shares, a distribution in cancellation 
or redemption of shares can occur for a variety of reasons. But whether 
the reason is good, bad, or indifferent cannot be ascertained by asking 
whether it came from the directors or their masters. 

The most important single factor, however, in the interpretation of 
section 115(g) has been the test of “legitimate business purpose.” *** 
One would think that a redemption involving a pro rata distribution of 
earnings and profits by a corporation with a poor dividend record and 
occurring at the initiative of the stockholders would result in a taxable 
dividend. Yet courts will probably say ‘no dividend under section 
115(g),” if they find that the redemption or cancellation was for a 
“legitimate business purpose.” Of course, the existence of a business pur- 
pose has nothing at all to do with the net economic effect of the trans- 
action. To employ the business purpose test involves sneaking in an intent 
factor despite frequent protestations that intent is immaterial. Some 
courts have recognized the conflict between the “net effect” standard and 
the standard of legitimate business purpose.*” But Smith v. United 
States,’°® a Supreme Court case decided in 1941, is more typical. There 
the Court insisted that the key to the question of taxability under section 
115(g) was the “net effect” of the transaction. But one of the strongest 
reasons given by the Court in imposing a tax under section 115(g) was 
the absence of a justifiable business reason for the redemption. Once 
a court looks for justifiable business reasons, it is forgetting about the 
net economic effect of the transaction. The net effect will be the same 
regardless of the reasons which impelled the distribution. 


124 The cases which have used the business purpose test are legion. The following have 
imposed a tax under section 115(g) because of a lack of legitimate purpose: Flanagan v. 
Helvering, 116 F.2d 937 (App. D. C. 1940) ; Goldstein vy. Comm’r, 113 F.2d 363 (C.C.A.7th 
1940); Brown v. Comm'r, 79 F.2d 73 (C.C.A.3d 1935); Fostoria Glass Co. v. Yoke, 
45 F. Supp. 962 (N. D. W. Va. (1942); A. E. Levit, 43 B.T.A. 1077 (1941), appeal 
dismissed sub nom. Clayburgh v. Comm’r, 122 F.2d 411 (C.C.A.9th 1941); Pullman, 
Inc., 8 T.C. 292 (1947). 

The following cases have refused to impose a section 115(g) tax because of the existence 
of a legitimate business purpose: Comm’r v. Champion, 78 F.2d 513 (C.C.A.6th 1935) ; 
Comm’r v. Babson, 70 F.2d (C.C.A.7th 1934); L. M. Lockhart, 8 T.C. 436 (1947); 
Samuel A. Upham, 4 T.C. 1120 (1945); Bona Allen, Jr., 41 B.T.A. 206 (1940); H. F. 
Asmussen, 36 B.T.A. 878 (1937); Albert T. Perkins, 36 B.T.A. 791 (1937). 

125 F.g., William H. Grimditch, 37 B.T.A. 402 (1938). 

126 121 F.2d 692 (C.C.A.3d 1941). 














1950] CORPORATE LIQUIDATIONS AND THE INCOME TAX 471 


Courts have approved a variety of fact-situations as constituting a 
valid business purpose under section 115(g). In Lockhart « Commis- 
sioner **" the Tax Court justified the transfer of assets to stockholders 
in exchange for most of the stock, on the ground that the business could 
operate better as a single proprietorship than as a corporation. The trans- 
fer of stock to the corporation for purpose of resale to junior executives 
is another valid purpose,*** although in closely-held corporations it would 
appear that this could be as easily accomplished by authorizing the issuance 
of new shares. A valid business purpose has been found when share- 
holders surrender stock in exchange for cancellation of debts which they 
owe to the corporation.** And the test was satisfied when the shares were 
reacquired in order to provide a profitable form of investment for an 
employees’ association.**° 

But the most frequent escape from section 115(g) has been a showing 
that the distribution of assets reflects a contraction or “legitimate shrink- 
age’ in the corporation’s business activities.** This does not mean that 
all courts have turned cases on the question of legitimate contraction 
of the business or have even used the business purpose test. Many dis- 
tributions have been taxed under section 115(g) without even a mention 
of business purpose.**’ But in those cases which have relied on the busi- 
ness purpose test in the interpretation of section 115(g), business pur- 
pose has been equated with a legitimate shrinkage of corporate activity.’™ 
Such a restriction on the applicability of section 115(g) cannot be found 
in the statute itself. It derives undoubtedly from the economic definition 
of a partial liquidation. 

What, in economic terms, have courts considered legitimate shrinkages 
of business activity? A redemption of stock following reduction in opera- 
tions caused by a fire which permanently destroyed the two top floors of 
a building has escaped the pinch of section 115(g).*** The discontinuance 


1278 T.C. 436 (1947). 

128 Fred B. Snite, 10 T.C. 523 (1948), aff'd, 177 F.2d 819 (C.C.A.7th 1949) ; Bernard R. 
Armour, B.T.A. Memo. Dkt. 106256. P-H 42,446 (1942). 

129 Bona Allen, Jr., 41 B.T.A. 206 (1940). 

130 H. F. Asmussen, 36 B.T.A. 878 (1937). 

181 Comm’r vy. Champion, 78 F.2d 513 (C.C.A.6th 1935) ; Comm’r v. Babson, 70 F.2d 
304 (C.C.A.7th 1934) ; Joseph W. Imler, 11 T.C. 836 (1948) ; Samuel A. Upham, 4 T.C. 
1120 (1945) ; Albert T. Perkins, 36 B.T.A. 791 (1937) ; Heber Scowcraft Investment Co., 
4 TCM 755 (1945) ; cf., Rheinstrom vy. Comm’r, 125 F.2d 790 (C.C.A.6th 1942) ; Brown v. 
Comm’r, 79 F.2d 73 (C.C.A.3d 1935) ; Flanagan v. Helvering, 116 F.2d 937 (App. D. C. 
1940) ; Stein v. United States, 62 F. Supp. 568 (Ct. Cl. 1945) ; William W. Wood, 2 TCM 
1010 (1943). 

182 Hyman v. Helvering, 71 F.2d 342 (App. D. C. 1934); Hill v. Comm’r, 66 F.2d 45 
(C.C.A.4th 1933); E. M. Peet, 43 B.T.A. 852 (1941). 

183 See cases cited note 131 supra. 

134 Joseph W. Imler, 11 T.C. 836 (1948). 
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of several unprofitable departments has been held a legitimate shrinkage 
even though the net sales of the corporation were increasing at the time.** 
The most common example of legitimate shrinkage occurs when business 
conditions have caused a decline in sales. At such times corporate directors 
conclude that the business is “‘over-capitalized” and vote to redeem shares. 
If a corporation can show such a contraction of business activity, the 
chances are excellent that the “legitimate shrinkage” test will permit an 
escape from the tax rigors of section 115(g).** 

Even if one assumes that a “business purpose” test has a proper place 
in the interpretation of section 115(g), it is highly questionable that the 
standard of “legitimate shrinkage” has any economic validity. Courts are 
impressed with the discontinuance of a part of the business.*** But what 
if we have a business which has accumulated a surplus in expectation of 
an expansion which, for some reason, never occurs? When this corpora- 
tion distributes the surplus, the stockholders probably will not be pro- 
tected by the shield of legitimate shrinkage.*** But in both cases the 
economic decision made by the directors was essentially the same. They 
decided that capital was no longer required for the needs of the business 
and could be distributed among the stockholders through a redemption of 
capital stock. In one instance the capital had been used for an activity 
that was being curtailed. In the other, it was capital that had been saved 
for an activity which never took place. It is hard to understand why one 
distribution represents a more “legitimate shrinkage” than the other or 
exhibits a more valid business purpose. 

And the “legitimate shrinkage” concept becomes more meaningless 
when viewed as a standard of taxation under section 115(g). That 
section is concerned with taxing distributions that are “essentially equiva- 
lent” to dividends. No stockholder can escape paying a tax under section 
115(a), the section which defines dividends, because the distribution rep- 
resented a “legitimate shrinkage’’ of the corporation’s activities. A dis- 
tribution is a dividend under section 115(a) when earnings and profits 
are separated from the corporation and distributed to shareholders without 
altering their relative ownership interests. If the same result is achieved 
as a result of a redemption of stock, it should be taxed as a dividend. 
Obviously, if we are looking to see whether there has been a distribution 
of assets without a change in proportionate ownership, it is immaterial 


185 Heber Scowcraft Investment Co. v. Comm’r, 4 TCM 755 (1945). 

186 Samuel A. Upham, 4 T.C. 1120 (1945); Albert T. Perkins, 36 B.T.A. 791 (1937) ; 
Edwin L. Jones, B.T.A. Memo. Dkt. 106135. P-H 42,555 (1942). 

187 See cases cited notes 134, 135, and 136 supra. 

188 McGuire v. Comm’r, 84 F.2d 431 (C.C.A.7th 1936) (distribution taxed despite 
stockholder’s argument that the money had been saved for an expansion program that 
never occurred). 
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whether the distribution was caused by a legitimate shrinkage or by boom- 
year profits. 

It is not contended here that every distribution out of earnings and 
profits should be taxed under section 115(g). There are factors, to be 
discussed below, which may distinguish some redemptions or cancellations 
from ordinary dividends, and when these factors are present, the distribu- 
tion should receive the benefits of capital gains treatment as provided in 
section 115(c). But a legitimate shrinkage of business activity is not one 
of these factors. In a sense there is a shrinkage of activity every time a 
dividend is paid. There will be that much less capital with which to 
operate the business. Even so, section 115(a) imposes a tax. If “legiti- 
mate shrinkage’ is not a factor under section 115(a), there is no reason 
to introduce it as a factor in section 115(g), since we must inevitably 
look to section 115(a) in order to determine whether a distribution is 
“essentially equivalent to a dividend.” 

The same can be said of the tests which look to past dividend records 
or try to locate the initiative for the distribution. Stockholders in a 
corporation with a spectacular record of dividends will be taxed under 
section 115(a) if the corporation adds another dividend to this excellent 
record. Why should stockholders of another corporation with an equally 
excellent record escape a tax under section 115(g) merely because the 
distribution of earnings and profits is by way of a redemption? Nor does 
the net effect of a distribution resemble a dividend any less because it 
happens to have been instigated by the stockholders, if indeed they can 
be realistically separated from the directors. Section 115(g) aims at 
distributions in partial liquidation which have the effect of dividends. 
It is absurd to select a characteristic of the liquidating distributon, which 
is equally present in many dividends, and use it to prove that the liquidat- 
ing distribution is not ‘essentially equivalent” to a dividend. Yet precisely 
this is done by the emphasis on “legitimate shrinkage,” directorial initia- 
tive, and dividend history. 

The Search for Order. The problem in partial liquidations is with us 
in part because Congress has chosen to make a broad exception to the rule 
that all distributions of earnings and profits are dividends. It is also with 
us because of the capital gains treatment which Congress allows for the 
sale of stock by one shareholder to another. As a result of these two 
factors, a certain amount of earnings and profits can be distributed to 
stockholders without subjecting the recipient to the personal income tax 
normally attendant on dividends. When a stockholder transfers his stock 
to a corporation under conditions which resemble a transfer to a willing 
individual purchaser, courts tend quite naturally to treat the transactions 
alike. This results in a loophole through which might pass, unless checked, 
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a variety of distributions which should be subjected to taxation as 
dividends. 

The first principle to be applied in analyzing the reacquisition of shares 
is the principle which Congress so wisely laid down in section 115(g). 
All reacquisitions of stock should be made to run the gauntlet which that 
section established—is it essentially equivalent to a dividend? No reacqui- 
sition should escape this test merely because it bears the label of “sale.” 
The present language of section 115(g) is sufficiently broad to include 
all reacquisitions ; all should be subjected to the test which that section 
imposes. 

But how to find a rational interpretation of section 115(g) ? One easy 
solution was suggested by the Second Circuit when it decided Kirschen- 
baum v. Commissioner.**® There the Court posed the possibility that 
section 115(g) was designed to tax as a dividend all earnings and profits 
distributed in cancellation or redemption of stock. The suggestion was 
based on the Supreme Court’s decision in Commissioner v. Bedford,**° 
though that case was decided under section 112(c) (2) rather than under 
section 115(g). Petitioner in the Bedford case exchanged 3000 shares 
of preferred for 3500 shares of preferred, 1500 shares of common 
and $45,240 in cash. The cash was considered “boot”? under section 
112(c) (1), to be taxed as a capital gain unless, under section 112(c) (2), 
it “had the effect of the distribution of a taxable dividend.” Justice Frank- 
furter, speaking for a unanimous Court, held that the distribution of 
earnings and profits in a reorganization has the effect of a taxable dividend 
under section 112(c)(2). The Kirschenbaum case, on the other hand, 
involved a pro rata reacquisition of one-third of the outstanding shares 
for cash at a time when the accumulated earnings and profits of the cor- 
poration were greater than the cash distributed. The narrow holding of 
the Kirschenbaum case was that the appellate court would not reverse 
the Tax Court’s findings that the distribution was taxable under section 
115(g). The Court then went on to say that Bedford had “authori- 
tatively overruled” the earlier Second Circuit decisions which had refused 
to apply section 115(g) if the shares were originally issued for a bona 
fide business purpose. This was a thoroughly desirable conclusion even 
though it has no apparent basis in the Bedford case. The Court in the 
Kirschenbaum case then suggested, “. . . perhaps the section [115(g) ] 
covers all cancellations or redemptions which result in the distribution of 
accumulated earnings.” *** 








139 155 F.2d 23 (C.C.A.2d 1946). See Note, 20 So. Catir. L. Rev. 379 (1947). 

140 325 U.S. 283 (1945). 

141155 F.2d 23, 24 (C.C.A.2d 1946). Sce Danzig, Distributions in Liquidations and 
Reorganisations—Their Tax Consequences, 26 Taxes 645 (1948). 














1950] CORPORATE LIQUIDATIONS AND THE INCOME TAX 475 


Whatever may be the desirability of taxing all earnings and profits 
distributed in cancellation or redemption of stock, to read such a standard 
into section 115(g) would involve a gross misapplication of the Bedford 
case as well as a warping of sections 115(c) and 115(g). Section 115(c), 
it will be remembered, specifically allows the “gain” in partial liquidation 
to be taxed as a capital gain. Section 115(g) was meant to remove cer- 
tain transactions from the protection of section 115(c). But by referring 
to the taxation of gains, section 115(c) contemplated the taxation of 
some earnings and profits as a capital gain. If section 115(g) is in- 
terpreted to tax every distribution of earnings and profits as “essentially 
equivalent” to a dividend, then section 115(g), instead of qualifying 
section 115(c), would completely nullify it as far as partial liquidations 
are concerned. And the Bedford case made no effort to reach this im- 
proper result. It was confined strictly to section 112(c)(2). The Second 
Circuit assumed that sections 112(c)(2) and 115(g) posed identical 
problems because of their similar wording. In the interpretation of sec- 
tion 112(c)(2), however, the Supreme Court was not faced with a pro- 
vision like section 115(c) which contemplated the taxation of some 
accumulated earnings as capital gains. It was, therefore, quite easy for 
the Court in the Bedford case to apply the standard of section 115(a) 
and conclude that section 112(c)(2) meant to tax as a dividend all dis- 
tributions of earnings and profits. Because of section 115(c), it would 
be impossible to interpret section 115(g) in a similar manner, Cases 
since Kirschenbaum have tacitly rejected the suggestion that section 
115(g) taxes all earnings and profits.**” 

Thus, an interpretation of section 115(g) which is consistent with 
section 115(c) must settle for something less than the taxation of every 
distribution of accumulated earnings and profits. But where shall the 
line be drawn? If the present criteria ask the wrong questions and lead 
to wrong answers, what can be substituted in their place? The main 
suggestion here offered is that the courts actually study the “net effect” 
of a distribution to see whether it resembles the type of distribution which 
has been customarily taxed as a dividend under section 115(a). Many 
courts in the past have espoused the “net effect” doctrine. Few have 
actually applied it. Most courts have become bogged down along the way 
by talking of valid business purpose, legitimate shrinkages, past dividend 


142 Fred B. Snite, 10 T.C. 523 (1948), aff'd, 177 F.2d 819 (C.C.A.7th 1949) ; Joseph 
W. Imler, 11 T.C. 836 (1948) ; L. M. Lockhart, 8 T.C. 436 (1947). 

It might be contended that section 115(c) was meant to apply only to partial liquidations 
of corporations having no earnings or profits. Under this interpretation the only purpose 
of section 115(c) would be to permit such partial liquidations to be treated as “sales or 
exchanges” and thus get the bencfit of section 117(b). But there is nothing in the 
legislative history of section 115(c) to support this contention. 
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records, and stockholder instigation. We submit that these criteria are 
irrelevant to the main issue—whether the distribution has the net effect 
of a dividend. 

Dividends are distributions of earnings and profits to the stockholders 
which do not change their proportionate interests in the corporation.’** 
Any distribution in cancellation or redemption of some of the corpora- 
tion’s stock which meets this test should be taxed under section 115(g). 

The suggestion at once is open to the attack that it cuts too deeply into 
the policy reasons underlying the capital gains treatment for partial 
liquidations. It may be argued that a blanket rule taxing all pro rata 
redemptions will strike with one blow at earnings and profits which have 
been accumulated over a long period, the precise situation which section 
115(c) was designed to avoid. Admittedly, a broad interpretation of sec- 
tion 115(g) must leave less room for section 115(c). But Congress made 
this inevitable when it enacted section 115(g) with its “essentially equiva- 
lent to a dividend” standard. The most obvious earmark of a dividend 
is the pro rata distribution of earnings and profits. To except pro rata 
distributions of earnings from taxation under section 115(g) because of 
an economically unsound concept like “legitimate shrinkage,” or any 
other business purpose test, is to make a mockery of the language of 
section 115(g). 

It must also mean distributions of earnings, whether or not pro rata, 
which do not substantially affect a stockholder’s proportionate interest in 
the corporation. In closely-held corporations, courts should look to see 
whether those receiving the distribution have essentially the same interest 
in the corporation as before the redemption. Family corporations should 
be carefully scrutinized to determine whether there has been any real shift 
in economic interest as a result of the cancellation or redemption. Thus 
even a shareholder who transfers all his shares to a corporation, should 
not escape section 115(g) if the rest of the shares are held by his wife 
or minor child, or by an estate, or another corporation in which his is 
the sole beneficial interest. And of course a superficially non-pro rata 
distribution should be subjected to section 115(g) if there is a plan to 
redeem shares of others at a later date so as to restore the status quo ante. 

These criteria are essentially ones of exclusion. Transactions which 
are encompassed by them should be taxed because they carry the char- 
acteristics of a dividend even though cloaked in the formality of partial 
liquidations. There is, however, one characteristic peculiar to redemptions 
and cancellations which has a “net effect” not seen in usual dividends. 
If the distribution results in a genuine change in the ownership interests 
of those receiving the dividend, it should escape taxation under section 
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115(g) and should be taxed to the extent of the gain under section 
115(c). Treasury regulations already exempt from section 115(g) a 
distribution made to a stockholder who is relinquishing all interest in 
the corporation.*** But short of this extreme are many instances where 
a stockholder gives up an interest in the corporation in exchange for a 
distribution of property which may be out of earnings and profits. Courts 
have very rarely used this test as a basis for refusing to apply section 
115(g),**° although the converse, an unchanged position of ownership, 
has frequently been given as a reason for imposing the section 115(g) 
tax.’*° Undoubtedly, the fact that a stockholder was effectively parting 
with a portion of ownership was a factor which led many courts to con- 
clude that a “sale” and not a “partial liquidation” had occurred.**’ It 
was difficult for courts to tax in full the gain realized when a single 
shareholder transferred a few shares to the corporation, especially if the 
shareholder did not occupy a dominant position in the corporation. But 
there is no reason for courts to resort to the “sale” label in order to 
achieve this result. Section 115(g) should not impose a tax on that type 
of transaction. There is no doubt that a test of unchanged proportionate 
interest would be a difficult one to draw. A dominant stockholder who 
transfers a small portion of his holding to the corporation, even for sale 
to outsiders, might still be held to have received a dividend under section 
115(g) because there was no substantial change in his interest in the cor- 
poration. But if the same shareholder parts with a sizable block of stock, 
he should probably be adjudged beyond the scope of section 115(g). 

When the corporation has several classes of stockholders, other difficult 
problems might arise. If, for instance, there is a conflict of interests 
between the common and preferred, common might vote to redeem 100 
per cent of preferred. The Commissioner might argue that since there 
had been no change in proportionate interest among the preferred, and 
since the redemption had been pro rata among the preferred, a tax under 
section 115(g) should be imposed. But it would appear that the complete 
elimination of an interest of one complete class of stockholders, unlike a 
dividend, represents a sufficient change of interest to warrant a tax under 
section 115(c) rather than section 115(g). 

While the suggested criteria may pose difficult problems of subsequent 
interpretation, this consequence is unavoidable in the interpretation of a 


144 Reg. 111, Sec. 29.115-9. 

145 Fred B. Snite, 10 T.C. 523 (1948), aff'd, 177 F.2d 819 (C.C.A.7th 1949). 

146 Hirsch v. Comm’r, 124 F.2d 24 (C.C.A.9th 1941); Smith v. United States, 121 
F.2d 692 (C.C.A.3d 1941). 

147 Trust Co. of Georgia v. United States, 60 F. Supp. 470 (Ct. Cl. 1945); Harter 
Bank & Trust Co. v. Gentsch, 60 F. Supp. 400 (N. D. Ohio 1945); Estate of James C. 
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section like 115(g). No pat formula can be devised. The most that can 
be hoped for is a set of standards which will lead the courts in the right 
direction. In interpreting section 115(g), courts have too often used 
criteria which have led them into areas having little relationship to the 
problem which section 115(g) must solve. The criteria presented here 
demand a factual comparison of the distribution in question with distribu- 
tions which are dividends under section 115(a). Only this type of com- 
parison can give to section 115(g) the meaning which the language plainly 
intends. 

The Purchaser for Value. Courts have occasionally expressed mis- 
givings about applying section 115(g) to a person other than the original 
recipient of the stock.*** It is felt that a purchaser of the shares for value 
will be denied a return on his investment if, under redemption of some 
of his shares, the distribution is taxed as a dividend under section 115(g). 
Thus, in Parker v. United States,’*® the Seventh Circuit reached the 
admittedly “paradoxical” conclusion that “the redemption is a dividend 
against the original recipient of the stock and not a dividend as against 
the holder who acquired it for full value from the original recipient.”’ 
While the Parker case represents the only clear holding according special 
protection to purchasers from the original recipients, the Parker philosophy 
has been echoed elsewhere **° and may be an unmentioned factor causing 
courts to hesitate in the application of section 115(g). 

Yet the purchaser for value receives no special treatment under section 
115(a). Since section 115(g), in theory at least, taxes only those dis- 
tributions which are essentially equivalent to a dividend, there is no 
reason to feel any more sympathy for the purchaser who is taxed under 
section 115(g) than is felt for the same purchaser when he is taxed under 
section 115(a). This is not to say that the Court in the Parker case was 
wrong in refusing to apply section 115(g). There the dominant stock- 
holder was planning a systematic liquidation of all the preferred stock. 
While the redemption of preferred was pro rata, there was so great a 
shift of economic interest that a tax under section 115(g) was entirely 
unjustified. The court should have stated simply that section 115(g) 
did not apply because the distribution did not have the attributes of a 
dividend. The fact that the petitioner was a purchaser for value should 
have had nothing to do with this determination. The distribution was a 
dividend in regard to neither the original recipients nor the purchasers 
for value. It would be compounding error to extend the Parker philosophy 


148 Flanagan v. Helvering, 116 F.2d 937 (App. D. C. 1940); Comm’r v. Cordingley, 
78 F.2d 118 (C.C.A.1st 1935); Comm’r v. S: ‘te, 117 F.2d 819, 823 (C.C.A.7th 1949). 

149 88 F.2d 907 (C.C.A.7th 1937). 
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and deny the application of section 115(g) to a purchaser for value if all 
the other factors of the situation would justify a tax. There is no reason 
to create a special category of stockholders. If the distribution is equiva- 
lent to a dividend, by definition he will not have received a return of his 
investment, because returns of investment are not taxable as dividends 
under section 115(a). The taxpayer will feel the weight of section 115(¢) 
only if the so-called return of capital is nothing more than a disguised 
dividend. 

The Intermediate Subsidiary—The Problem of Commissioner v. Wana- 
maker. One particularly pressing problem of legislative amendment re- 
mains. A recent Tax Court opinion,” affirmed per curiam last November 
by the Third Circuit,’ has opened an avenue of tax avoidance by re- 
demption which can be closed only by an amendment to section 115(g). 
The Wanamaker case arose out of a divorce settlement of $6,000 a month 
which Rodman Wanamaker had made with his wife. Payments were 
made by trustees of a voting trust which owned all the stock of the John 
Wanamaker Company of Philadelphia. Wanamaker of Philadelphia, in 
turn, owned all the stock of two New York subsidiaries which had earned 
substantial profits. The trustees wanted to remove cash either from the 
parent or the subsidiaries without paying a tax on ordinary dividends. 
To achieve this result the New York subsidiaries bought some of the 
stock of their parent held by the trustees. The trustees treated the trans- 
action as a sale and deducted a capital loss. The Commissioner tried to 
tax as a section 115(g) dividend the distribution from the subsidiaries 
to the stockholders of the parent. But neither the Tax Court nor the 
Third Circuit could bring this transaction under section 115(g). Sec- 
tion 115(g) applies only if a corporation “cancels or redeems its stock.” 
(italics added). There can be little doubt that “its stock” means “its own 
stock” and not the stock of its parent. Once again, a loophole has been 
found in a section that was designed to eliminate all loopholes created 
by partial liquidations. 

The implications of the Wanamaker decision are obvious and frighten- 
ing. After years of tortuous judicial interpretation, it appears that a 
stockholder, by the simple device of a wholly-owned subsidiary, can re- 
move earnings out of the subsidiary through the subsidiary’s purchase 
of the parent’s stock.*® 

And there is no reason why the device is limited to the parent-subsidiary 
relationship. If two corporations are controlled by the same people, earn- 


151 John Wanamaker, 11 T.C. 365 (1948). 

152 Comm’r y. Wanamaker, 49-2 U.S.T.C. 9486 (C.C.A.3d Nov. 29, 1949). 

153 Comment, Stockholder Realization of Corporate Earnings and the Income Tax, 
17 U. or Cur. L. Rev. 338, 344 (1950). 
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ings can be removed from both corporations by having each corporation 
purchase the other’s stock. Under the interpretation of section 115(g) 
which the Wanamaker case was forced to make, there would be no tax 
barrier to this method for avoiding a tax on ordinary dividends. 

Lest the Wanamaker case be used as a precedent to make a shambles out 
of section 115(g), Congress should amend the section to read as follows: 
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If a corporation reacquires its stock or the stock of another corporation at 
such time and in such manner as to make the distribution and reacquisition 
in whole or in part essentially equivalent to the distribution of a taxable divi- 
dend, the amount so distributed as a result of the reacquisition of the stock, 
to the extent that it represents a distribution of earnings or profits accumulated 
after February 29, 1913, shall be treated as a taxable dividend. 
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Tax Law Review Round Table On 
Procedures For Assessment And 
Collection Of Federal Income Taxes 


Introduction 


Fi. many years, despite a growing volume of statutory and case law 
relating to federal income taxation and a parallel growth of periodical 
and textbook literature on the subject, little if anything has been known 
of the internal operations of the offices of the Collector of Internal Reve- 
nue and of the Internal Revenue Agent. All too few people have had 
any knowledge of what is done with a tax return—how it is handled— 
from the time it is filed in a Collector’s office until the taxpayer receives 
notice that a deficiency has been asserted against him or that he has been 
granted a refund. 

In February, 1948, the Editors and Advisory Board of the Tax Law 
REVIEW, with a view to shedding some light upon this field, undertook a 
survey of the procedures of the Bureau of Internal Revenue relating to 
the assessment and collection of income taxes. A research staff, headed 
by Henry S. Sellin as director of research, was appointed, and permission 
was obtained from Hon. George H. Schoeneman, Commissioner of 
Internal Revenue, to undertake the task. Pursuant to the permission 
granted by the Commissioner, the research staff visited the offices of 
Collectors of Internal Revenue and of Revenue Agents in a number of 
cities across the country. The selection of cities to be visited was made 
with the advice of the Washington office of the Bureau in order to obtain 
a cross-section of the problems involved from the point of view of the 
variations in the size of the offices visited and the sections of the country 
covered. 

The technique employed by the staff was a very simple one. The mem- 
bers visited each office that had been selected for observation. In each 
instance, the heads of all the operating divisions were interviewed and 
asked to describe the functions performed by the personnel under them. 
Frequently, not only the heads of divisions but the persons responsible 
for the actual physical handling of the returns were interviewed and their 
operations observed. 

The primary function of the research staff was to observe and to report 
on the processes observed. Its findings are set forth in the report which 
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follows. Although, in its report, the staff has confined itself to a narra- 
tion of the operations observed, some of the methods described warrant 
comment in addition to description, because of their implications for the 
taxpayer and the revenue. 

The staff and the advisory board are aware of the immenseness of 
the task performed by the Bureau of Internal Revenue—in terms of per- 
sonnel employed, documents processed, and revenue collected—and that 
certain shortcomings are inevitable. What has been found noteworthy is 
not that there are shortcomings, but that there are so few. Accordingly, 
the following comments should be considered with that fact in mind. 

I. It was the observation of the staff that Collectors and the Revenue 
Agents were, in the main, very meticulous in observing the requirements 
of the Code. The instances where there were departures from the rule 
are, therefore, the more notable. 

1. The W-2 (1040-A) bills are sent to the taxpayers before the assess- 
ment list to which they relate has been certified by the Commissioner. 
This procedure is open to some question in view of the provisions of 
section 3655(a) of the Internal Revenue Code that “within ten days after 
receiving the tax list from the Commissioner, the Collector shall give 
notice to the taxpayer, and demand payment of the tax.” It is believed 
that the regulations to be issued under section 3647 (added by Pub. L. 
No. 271, 81st Cong., lst Sess.) may remedy this situation. 

2. The Code authorizes the Collector to correct mathematical errors ap- 
pearing on the face of the return. The use of this examination as a device 
for disallowing deductions and thus in efféct assessing a deficiency against 
the taxpayer, appears to be an abuse of the provision. Regardless of the 
merits of the individual changes which may be involved, this construc- 
tion of the term ‘“‘a mathematical error appearing upon the face of the 
return” would appear to be strained. It is suggested that the meaning 
of the phrase should be clarified or that the phrase itself be more fully de- 
fined, either by amendment to the Code or by revision of the regulations 
relating thereto. 

3. The technique used in some Collectors’ offices of assessing a defi- 
ciency based upon an office audit without notice to the taxpayer is clearly 
improper. Despite the Collectors’ willingness to retreat from this un- 
tenable practice when the taxpayer makes objections, it would appear that 
the practice should be eliminated completely. Moreover, most taxpayers 
probably are not aware of the provisions of section 272 of the Internal 
Revenue Code placing limitations upon the Commissioner’s power to 
make an assessment. Consequently, the use of the technique described 
above results in advantage being taken of them. 
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II. In many cases, the procedures which are now followed by the 
Collectors are the result of historical accident or accretion. At times, 
in addition to being cumbersome, their procedures are inadequate to pro- 
tect either the taxpayer or the revenue. 

1. In the processing of amended returns as claims for refund, the 
usual practice in both Collectors’ and Agents’ offices is to request the 
taxpayer to file a formal claim for refund if there is danger that the 
Statute of Limitations may run. This practice, which seems to be followed 
merely as a matter of good conscience on the part of the Collectors and 
Agents, is of course commendable. However, the very fact that the 
practice is informal is a weakness in that at some time a Collector or 
Agent may neglect to notify the taxpayer that his rights may be lost as a 
result of the running of the Statute of Limitations. Accordingly, it is 
suggested that one of two procedures be adopted by the Bureau by regu- 
lation: (a) that the taxpayer be notified that unless he files a formal 
claim, his claim for refund will not be considered; or (b) that the amended 
return be legitimized, giving it the same force and effect as a Form 843. 
In the latter event some modification of the form may he needed so that 
the grounds for refund can be adequately stated. Of the remedies sug- 
gested, it is believed that the latter is more equitable and more expeditious 
since it requires no further correspondence or action by cither the Bureau 
or the taxpayer until the refund claim has to be considered on its merits. 
Either suggestion can, of course, be adopted under the broad general 
powers of the Commissioner of Internal Revenue to prescribe forms to 
be used. 

2. In the handling of “Bureau” refunds it would appear that a saving 
of time and motion can be easily effected. Claims for refund when re- 
ceived in the Collectors’ offices have noted upon them a record of the 
taxpayer’s account. If this record were made complete, the information 
could then be transcribed upon the certificate of over-assessment in Wash- 
ington, thus doing away with the transmittal of the certificate from 
Washington to the Collector, a second search of the records relating to 
the taxpayer, and a return of the certificate to Washington. In this con- 
nection, also, may be noted the fact that when a Collector’s office tran- 
scribes a taxpayer’s account, only the principal amount of open liabilities 
is given, not the interest which may have accrued. The reason given for 
this is the urgency to return the certificate to Washington. But, regard- 
less of the reason, making a refund payment to a taxpayer who is known 
to have an open interest liability seems to be a poor way to protect the 
revenue. Whether this situation can be remedied by Bureau regulation 
is doubtful, but statutory amendment should be simple. A provision that 
the computation of interest on an open liability and the recording thereof 
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shall not be considered an assessment, would enable the Collector to 
record upon the certificate and voucher the correct amount of the tax- 
payer’s liability. A precedent for such provision may be found in the 
section relating to corrections in tax resulting from mathematical error. 
In the alternative, authority might be conferred upon the Collector to 
assess interest. This would provide relief not only for this situation, but 
would prove helpful in other cases where the Collector computed interest. 
The regulations to be issued under section 3647 of the Code may solve 
this problem. 

3. One of the items to which the staff directed its attention was the 
cause for the delay between the time a taxpayer signs a waiver (870 or 
874) and the time the deficiency is assessed and/or the over-assessment 
approved and the refund paid. The reason for the delay may be found 
in the procedures involved. A brief recapitulation of the process reveals 
this clearly. In the case of the combined deficiency-over-assessment, 
there are at least four examinations by Government personnel: (a) the 
field agent makes the original investigation of the taxpayer’s return and 
claim for refund, and of his original records; (b) the Reviewing Section 
of the Revenue Agent’s office reviews the entire file; (c) the Audit Review 
Division of the Washington office reviews the entire file; and (d) the 
Additional Assessments Section reviews the deficiency part of the case 
and the Claims Control Clearing Division reviews the over-assessment 
part of the case. In addition, in the Revenue Agent’s office there may have 
been still another review of the case if the taxpayer requested a conference. 

Clearly, it would appear that some of these reviews do not serve much 
useful purpose. If the field agent who has made the original investiga- 
tion is qualified for his task, there appears to be no reason to have his 
work reexamined.? And the time of the reviewer would be more gain- 
fully spent, from the viewpoint of discovering more revenue, if he were 
to make original investigations. There is, of course, no way of eliminat- 
ing the review by the Conferee since that is a form of appellate review 
of the case which is afforded the taxpayer in an attempt to avoid litigation. 

The review in the Audit Review Division of the Washington office 
is important, if for only one reason. In addition to serving as a check 
upon the mechanical functioning of the field offices, it also affords an 
opportunity to make sure that the over-all policies of the Bureau are 
being followed and that there is uniformity of treatment of problems 
in all the field offices. But the review by the Additional Assessments 
Section and the Claims Control Clearing Division appears to be largely 
a duplication of the work of the Audit Review Division. It would appear 


1Tt is recognized, of course, that the work of newly appointed agents will require 
review and supervision. 
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that such additional work as is done, i.e., checking of statutes and pre- 
paring for interest computations, could very easily be performed by the 
Audit Review Division at the time that Division makes its review. 

III. Although the Collectors are assiduous in the collection of taxes 
once the final liability has been determined, the same does not hold true 
with regard to protecting the revenue prior to assessment. 

1. There is little attempt to enforce collection of installments of esti- 
mated tax. The reason given for neglecting to do so—that there may 
have been a change in the taxpayer’s income—does not secm very cogent, 
especially since little attempt is made to establish the correctness of this. 

2. In connection with the audit made in the Collectors’ offices, the 
question was asked whether any techniques were employed to determine 
whether the taxpayer was evading his proper tax liability. The only 
response elicited’was that standard accounting practices were followed 
in the audit and that if they indicated evasion, the matter was then pur- 
sued further by the Intelligence Unit. It is believed that techniques can 
and should be devised to meet this problem. 

In this connection, also, may be noted the making of refunds to tax- 
payers, despite an open liability for interest, as discussed above. 

IV. The major internal functioning of the Collectors’ offices is me- 
chanical. It is hoped tliat with an increased budget it will be possible to 
substitute modern bookkeeping devices for the inefficient, obsolete ma- 
chines now employed. However, two items which are mechanical in 
their nature but have little to do with machines, must be noted. 

1. The index system présently employed is inadequate. The only way 
to examine a taxpayer’s status is to go through a separate sct of index 
cards for each year. The only time such an examination is made is when 
a taxpayer’s return is being examined or he has filed a claim for refund. 
At the present time very few offices maintain a permanent index card 
for each taxpayer upon which may be recorded for a number of years 
information as to the filing of a return, the amount of income, and the 
amount of tax. Such an indexing would of course facilitate a check-up 
of whether a taxpayer who had filed in one year, had likewise filed in a 
prior or subsequent year. In addition, the card or a permanent ledger 
sheet could be used to show the status of the taxpayer’s account. When 
information was sought concerning the possibility that a permanent index 
and/or ledger system might be adopted, the answer was that it was being 
considered. 

2. Under the decentralization program which went into effect January 
1, 1949, all “Bureau” individual returns (with some few exceptions) will 
be routed directly to the Revenue Agents. It would appear that the same 
routing could be adopted for corporation returns as well. 
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Copies of the report have been sent to each of the persons interviewed. 
However, no attempt has been made to obtain Bureau approval of the 
findings presented. The report docs not pretend to represent the position 
of the Bureau as to any of the conclusions reached. 


TAX LAW REVIEW 


—JrssE R. FILLMAN, 
Secretary of the Round Table 














Report Of Survey 


To the Members of the TAx LAw Review Round Table: 


The following is the report of your Research Staff of its survey of the 
procedures of the Bureau of Internal Revenue relating to the assessment 
and collection of income taxes. 


INTRODUCTION 


A proper understanding of the problems involved in the assessment and 
collection of income taxes cannot be gained without some knowledge of the 
magnitude of the task performed by the Bureau. Some idea of this may be 
gleaned from the annual reports of the Commissioner of Internal Revenue 
showing the number of tax returns handled by the bureau. It appears from 
the most recent report of the Commissioner, dated January 5, 1950, that 
seventy-two million tax returns were filed for the fiscal year 1949.7 

‘There are twenty-seven separate categories of income tax returns listed 
in the “Manual Covering Certain Income Tax Procedures”? issued by the 
Commissioner for the guidance of the Collectors of Internal Revenue. Be- 
cause time-limits made it impossible to follow each type of return through 
the various stages of processing, the survey was limited to the forms more 
commonly used, viz., the W-2 (the Withholding return which has been re- 
placed by the 1040-A), the 1040 (the individual return), the 1040S (decla- 
ration of estimated tax), the 1065 (the partnership return), and the 1120 (the 
corporation return). 

Although certain differences in the handling of the different types of 
returns were found, the basic steps were the same. They may be enumerated 
as follows: 

1. Classification and segregation, e.g., whether W-2 (now 1040-A), 1040, 
or 1120; whether Bureau, or Agent’s, or Collector’s ; whether with remittance 
or without remittance. 

2. Numbering by categories.° 

3. Listing, scheduling, or recording. 

4, Preliminary examination—a computation of figures shown on the face 
of the return. 

5. Posting—entering liabilities, credits, and balances on the taxpayer's 
account, 


1Comm’R Int. Rev. ANN. Rep. (June 30, 1949). This compares with 74,410,722 
returns filed in 1948, and 72,760,872 filed in 1947. 

2 Manual Covering Certain Income Tax Procedure Adopted Under the Current Tax 
Payment Plan, Com. Mim. Coll. No. 6091, issued Dec. 16, 1947, and amended Jan. 1, 
1948, Mar. 10, 1948, and Oct. 8, 1948. 

3 Mimeograph 6091 lists some 90 categories into which income tax returns are divided. 
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6. Certification of assessment or scheduling of refund. 

7. Final audit by Collector or Revenue Agent. 

8. Collection of unpaid balance or payment of refund. These steps, except 
for the final audit by a Revenue Agent, are normally assigned to specific * divi- 
sions within the Collector’s office. During the rush period, personnel is kept 
fluid, and assignments are made to meet the requirements of pressure of work. 
It may be noted also that assignments of functions to divisions may vary from 
office to office, the smaller offices not having the great diversity of the larger 
ones. 





The federal income tax system is frequently described as “self-assessing.” 
The use of the term is misleading and is without statutory or other justifica- 
tion. The only statutory provision relating directly to the assessment of 
income taxes as distinguished from the assessment of deficiencies in income 
taxes is found in section 57 of the Internal Revenue Code which provides 
that “As soon as practicable after the return is filed the Commissioner shall 
examine it and determine the correct amount of the taxes.” Other provisions ° 
of the Code supplement this authority. None, however, confers any power 
upon the taxpayer to “assess” his own taxes. 

As a practical matter, the income tax return filed by an individual on a 
Form 1040 consists of: (1) a report by the taxpayer of the amount of his 
taxable income; (2) a computation by him of the amount of tax due; (3) a 
statement of the amount of prepayment credits ;* and (4) a statement of the 
difference between the amount of tax and amount of credits. 

The assessment process is put in motion by the filing of a return setting 
forth the information just described. However, the process consists of much 
more than a mechanical transfer of the amounts shown by the taxpayer on 
his return, and includes not only the determination of the taxpayer’s liability 
to the Commissioner but also the determination of any possible liability by 
the Commissioner to the taxpayer. Broadly speaking, there are two phases 
of the process (1) the preliminary disposition of the returns, which may be 
called the recording of, and acting upon, the taxpayer’s statement of his tax 
liability, and (2) the detailed examination by the Bureau of this statement’ 
and the final determination of the liability. 


I. THe PRELIMINARY PROCESS 


The preliminary disposition of the tax return is based upon the taxpayer’s 
statement of tax liability or refund credit. If there is tax liability owed by 


4 Thus, the return is classified and numbered in the Cashier’s Division; it is listed 
and posted in the Comptroller’s Division; it is audited in the Income Tax Division; and 
the unpaid tax balance is collected by the Field Division. 

5 T.R.C. §§$61, 62, 3644. Section 3647 (added to the Code by Pub. L. No. 271, 81st Cong., 
Ist Sess.) authorizes the Commissioner to delegate his asse-sment authority to any 
offcer or employee of the Bureau of Internal Revenue. 

® The credits result from tax withheld by the taxpayer’s employer or from payment 
by the taxpayer on his Declaration of Estimated Tax. 

7 Related information is, of course, examined at the same time. 
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the taxpayer at the time the return was filed the return will be ‘“‘isted,” i.e., 
it will be placed upon an assessment list ; if it shows an excess of credit claimed 
as a refund the return will be “scheduled” upon a voucher for refunds; if 
the excess of credit is to be applied against the taxpayer’s liability for the 
following year the excess will be “listed” ; if the return is even, 1.e., the credits 
and the tax liability are the same, the return is “recorded.” 

The most striking feature of the procedures examined was the large num- 
ber of forms employed in the assessment process and the great amount of 
diversified and detailed handling involved. The diversity of the handling 
appears immediately after the returns have been received and the envelopes 
opened in the mail room,® the returns being divided into two categories, those 
with remittances and those without remittances.* Each category is stamped 
to show whether it is accompanied by a remittance and the date of receipt.”® 
At the same time that this separation is made the remittances are examined 
for correctness. If the remittance, as examined, is improper,'? it is sent back 
to the taxpayer with a form letter requesting the correct remittance within 
five days, and the return is put to one side. If the taxpayer sends in the 
corrected remittance, the return is then processed as being timely filed with 
remittance. If the taxpayer does not comply with the request, the return is 
processed as being filed without remittance. 

In addition to the separation just described, the returns are placed into 
appropriate categories by type of return, e.g., W-2 (now 1040-A),'* 1040, 
1040ES, 1065, and 1120. Each of the categories is then processed separately. 

1. The W-2 (1040-A). The substitution of the 1040—-A for the W-2 has 
removed one difficulty encountered in handling the W-2 returns—the filing 
of multiple returns by taxpayers—since the taxpayer in filing the form 
1040-A attaches to it all the forms W-2 which he has received from his 
employers. The first step in processing the W-2 (now 1040-A) is the 
inspection of the returns as to form. Minor discrepancies are ignored, serious 


8 The envelopes are opened by slitting the top (usually by machine) and both sides, 
thus making impossible a situation like that reported in one Collector’s office where 
discarded envelopes were found to contain checks. Envelopes related to delinquent returns 
are stapled to the return. All other envelopes are discarded. 

®QOne of the most important reasons for this separation is to enable the Collector 
to deposit remittances in the Federal Reserve Bank within 72 hours after receipt. 

10 The W-2 returns were not stamped, since in the normal course of events they are 
not accompanied by remittances and cannot be delinquent as to payment. The samc 
procedure applies to the new form 1040-A. 

11 Tf the remittance is insufficient the return is treated as a part-paid return. Returns 
accompanied by post-dated checks, the post-dating being 10 days or less, are held until 
the date of the check and then processed. If the post-dating is more than 10 days, the 
check is considered improper. 

12 Through the fiscal year 1947 many taxpayers in the low income brackets (below 
$5,000) were permitted to file their returns on Form W-2, “Employer’s Statement of 
Withholding.” Effective January 1, 1949, Form W-2 was replaced by Form 1040-A. We 
have been informed, however, that Form 1040-A is processed essentially as was Form 
W-2, except in districts where an I.B.M. system is being introduced. In the I.B.M. 
system, all the preliminary steps relating to the W-2 are done mechanically. 
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discrepancies, such as failure to sign the return, changes in the amounts 
shown by the employer, or making claims not provided for on the return 
result in the return being placed in what is called the “trouble group.” Such 
returns are sent back to the taxpayer with a mimeographed letter setting forth 
what is wrong with the return and requesting him to make the necessary 
corrections. In cases where dependency is questioned, the taxpayer is furnished 
with form affidavits to enable him to clarify the dependency. If he fails to 
furnish the required information, the claim for dependency is rejected. 

The amount of the tax is then computed, based upon the taxpayer’s income 
and the number of his exemptions, and the amount so determined entered on 
the return. At the same time the amount of withholding is likewise entered 
and the difference between the two marked for assessment or refund. Should 
the tax equal the amount of withholding the return is considered “even.” ** 
In the larger Collectors’ offices the returns are further subdivided for pur- 
poses of convenience."* The returns are then blocked ** and numbered after 
which they are sent to the Listing and Bookkeeping Section for listing, 
scheduling, or recording, depending upon the nature of the return. In the 
Listing and Bookkeeping Section the assessable and refundable returns are 
disposed of as they are received, the recording of the evens being left to such 
time as the pressure of other work will allow. 

The W-2 (1040-A) Assessable. Returns showing an unpaid balance of 
tax are “listed” on an Assessment List, Form 23-W.** Prior to listing, how- 
ever, the returns are entered on a Document Register Sheet, Form 813, one 
block of returns to a sheet, which is used as a check upon the totals shown 
on the assessment list. As part of the listing operation,” in addition to the 
assessment list, the following documents are prepared: (1) a statement of 
Income Tax Due, Form 19 (commonly referred to as a bill) ;** (2) abstract 
card, Form 7544,’® and an index card. In addition to the listing operation, 
the Listing and Bookkeeping Section also posts upon the assessment list the 


13 For purposes of practicality a variation of one dollar between the tax and the with- 
holding is disregarded 

14Jn the Third New York District prior to the institution of the I.B.M. system there 
were nine such categories. 

15 The block of one hundred returns is the unit employed in the Collectors’ offices in 
the handling of all returns regardless of the kind of return and of the processing to which 
they are subjected. 

16 The Assessment Lists are of various kinds. They are described below in connection 
with the types of returns to which they relate. 

17 The listing information consists of the taxpayer’s name and address, his account 
number, the last four digits of his Social Security number, and the amout of withhold- 
ing credits. 

18In the Third New York Collection District and elsewhere the Form 19 serves the 
dual purpose of being used as a bill and as a temporary warrant if one is required to 
enforce collection. 

19 Form 7544 is sent to the Processing Division in Kansas City, Missouri, for correla- 
tion with the information filed by the taxpayer’s employer. The Processing Division is 
described more fully below. 
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amount of tax, the amount of withholding, and the balance due. The various 
documents which have been prepared are then distributed. The assessment 
list 2° is sent to the Control Section, which verifies all totals and prepares the 
Assessment Certificates, Form 23-C, which together with a copy of the 
assessment list, is forwarded to Washington for signature by the Com- 
missioner.2*. At the same time the abstract card is sent to the Processing 
Division, the Index Card is filed,?* and the bill is sent to the taxpayer.** The 
returns themselves are sent to the Audit Section. 

When the assessment certificate has been signed it is returned to the 
Collector. The preliminary assessment process with regard to the W-2 
(1040-A.) assessable return has now been completed and the Collector has 
the authority to enforce collection of any unpaid balance. 

The W-2 (1040-A) Refundable, These returns, which show withholding 
credits in excess of tax, are processed very similarly to the assessable returns, 
with two important differences: (1) the returns, instead of being listed, are 
scheduled 74 on a “Voucher for Income Tax Refunds,” Form 7809-W, on 
which is entered the amount of refund, the amount of interest and the total 
amount to be paid to the taxpayer; (2) the vouchers are forwarded to the 
office of the Disbursing Officer for payment ** of the amount due to the 
taxpayer. 

The W-2 (1040-A) Even Return. These returns because of their nature— 
involving neither a collection of tax nor the payment of refund—are not 
entered on document registers. They are recorded ** on a “Notice of Income 
Tax Determination,” Form 845, which is sent to the taxpayer. 

As a general rule, the above described procedures constitute the entire 
“assessment process” as it relates to the Form W-2 (now 1040-A). It is 
notable that throughout this procedure, the only assessment made against 
the taxpayer is in the case of the assessable return where there is an unpaid 
balance of tax. This presents the question of how the rest of the tax has 
been assessed. The answer lies in the withholding tax provisions of the Code 
which were added by the Current Tax Payment Act of 1943, which not only 
require an employer to withhold as a tax the stated percentage of an em- 





20 The Assessment Lists are assembled in books of one hundred blocks, each book 
receiving its own identification number. 

21 This step in the process may be radically altered under the authority given to the 
Commissioner under new section 3647 of the Code to delegate the assessment authority. 
The form and extent of the delegation have not yet been determined. 

22 A separate Index Card is prepared for each taxpayer each year. These Index Cards 
are not associated from year to year except as specific instances may require such 
correlation. 

28T.R.C. §3655 provides that within 10 days after receiving the.tax lists from the 
Commissioner, the Collector shall give notice to the taxpayer and demand payment of 
the tax. (emphasis supplied) 

24 Abstract and Index Cards are prepared in the same operation. 

25 The Disbursing Office is a branch of the Treasury Department. It is not connected 
with the Bureau of Internal Revenue. 

26 Abstract and Index Cards are prepared in the same operation. 
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ployee’s wages,”” but also make him personally liable for the payment of 
such tax.”* In operation, the employer in paying the withholding tax pays 
it on a Form W-1 upon which an assessment list is prepared and certified. 
It thus appears that as far as the W-2 (1040-A) taxpayer is concerned the 
major part of his tax liability is never assessed against him. The same con- 
clusion applies equally to the wage earner who must file his return on Form 
1040 except for the proportion of his tax which is so collected. 

2. The 1040. By far the most numerous class of income tax returns are 
the individual returns, Form 1040. These, like the other returns, are divided 
in the mail room according to various criteria. The extent of the divisions *° 
is indicated by the large number of series (24) assigned to the 1040 returns 
by Mimeograph 6091. 

The 1040 returns, after being divided into those accompanied by remittance 
and those not accompanied by remittance, are separated into (1) Collector's 
or office returns, i.e., those which in the ordinary course will be fully processed 
by the Collector, and (2) Agent’s returns, i.e., those which in the ordinary 
course will be sent to the Internal Revenue Agent * after preliminary process- 
ing has been completed. The dividing lines between the Collector’s and the 
Agent’s returns are set at either (a) adjusted gross income of $7000, or 
(b) total receipts from business and/or profession of $25,000. Returns 
showing figures in both categories below the amounts stated are considered 
to be Collector returns. If either figure is above the amount stated, or if 
sales of capital assets are shown, the return is considered an Agent’s return. 
Agent’s returns are accorded priority of treatment, the object being to get 
them out of the Collector’s office and into the hands of the Agent for such 
further processing as may be necessary. 

The 1040 With Remittance. The first step in the processing of any return 
accompanied by remittance is to determine whether the remittance is in the 
same amount as the tax liability shown on the return and whether the remit- 
tance has been correctly prepared.** Accordingly, the returns are separated 
between the part-paid and full-paid.*? The returns are then divided into five 
groups,"* determined by the source of the remittance accompanying the return, 
solely for purposes of convenience in making bank deposits. When this 
grouping has been completed the returns are blocked. The remittances are 


27 T.R.C. §1622. 

28 T.R.C. §1623. 

29In the Third New York District this division of returns is referred to as the “70 
way break.” 

30 Prior to January 1, 1949, these returns were sent to the Bureau in Washington 
whence they were forwarded to the Internal Revenue Agents. 

31 For treatment of improper checks, see PRELIMINARY PROCESS, supra. 

82 Part-paid returns, whether Collector’s or Bureau, are given priority in handling so 
that the liability shown on the return may be assessed and steps taken to effect collection 
thereof. 

33 (1) Local banks; (2) out-of-town banks; (3) postal money orders; (4) postal notes; 
(5) miscellaneous. This division is not used in all offices. 
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detached from the individual returns but are kept with the blocks-until they 
have been entered on the remittance register. After this the remittances are 
endorsed with the number of the Collector’s district and the block number 
assigned and are sent to the Federal Reserve Bank for deposit. 

The Part-Paid 1040—Agent’s and Collector's. These returns, after the 
remittances have been removed, are entered upon the Document Register 
which thereafter serves as a control ** for the amounts shown on the returns 
and the documents prepared relating to them. The returns themselves are then 
sent to the Audit Division for a preliminary verification of the taxpayer's 
figures.*> When the verification has been completed the returns are sent to 
the Listing and Bookkeeping Section. The listing operation and the set-up 
of the documents are the same as in the case of the W-2 (now 1040-A) 
Assessable Return (described above) with some slight variations ** in the 
forms used and the order in which information is entered. After the assess- 
ment lists have been prepared, they are approved by the Control Section 
which prepares the Assessment Certificate for forwarding to the Bureau in 
Washington.** When the signed certificate has been returned to the Col- 
lector, bills are issued to the taxpayer. 

The Full-Paid Agent's 1040. The early steps in the processing of the full- 
paid Agent’s 1040 with remittance are the same as in the case of the part- 
paid.** The first difference in treatment appears when the return is sent to 
the Audit Section for a preliminary computation of the taxpayer’s figures 
to verify the tax reported. If the examination reveals either an overpayment 
or underpayment,*® the return is withdrawn *° from the block and loses its 
account number. A withdrawal sheet is inserted in its place and the block 
total is reduced by the amount of the return withdrawn. Great care is exer- 





84 At various stages during the assessment process, the returns and the various docu- 
ments upon which they are recorded are gent to the Control Section of the Comp- 
troller’s Division for comparison and verification. Since these controls relate solely 
to the internal audit requirements of the Collectors’ offices and have no bearing upon 
the taxpayer’s liability, they are not described at length. 

85 This comparison serves also as a second check upon the nature of the return, that 
is, whether it is full-paid or part-paid. Computation is limited to the figures shown on 
the face of the return and includes a cursory examination of the schedules of the return. 
The treatment of returns showing error is discussed at II, 1 infra. 

86 Thus, the taxpayer’s credit information is entered on the Abstract Card after the 
list has been proofread. The Assessment List is a Form 23-A and the bill is on a 
Form 17-A (Notice of Demand). In addition, an extra copy of the Abstract Card is pre- 
pared for forwarding with the Bureau returns. 

87 Prior to January 1, 1949, the Assessment Certificate was accompanied by a copy 
of the Assessment List, and in the case of Bureau returns, by the returns themselves. 
Under the present decentralization, Bureau returns will be transferred directly from 
the Collector to the Internal Revenue Agent. The effect of I.R.C. §3647 upon the 
handling of the Assessment Certificate has not yet been determined. 

88 Described above, this section. 

89 The error is corrected in red and the taxpayer is notified. If there has been an 
excess payment, it will be set up as a credit to the taxpayer’s account. 

40 In some collection districts the return is not withdrawn but is marked to show the 


error. 
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cised, especially in the matter of underpayment, since if the part-paid return 
were permitted to remain in the full-paid block there might be loss to the 
revenue.*t Returns which have been withdrawn are sent back to the Cashier’s 
Division where they are re-numbered and placed in appropriate blocks. 

Correct returns are sent to the Control Section which records block totals, 
after which the returns are listed and posted and the assessment lists sent 
to the Washington office for certification. When this has been done, the 
various documents which have been prepared as part of the listing operation 
are appropriately distributed. 

The Full-Paid Collector's 1040. The processing of the full-paid Collector’s 
1040 with remittance is very similar to the processing of its Agent’s counter- 
part. There are, however, two notable differences: (1) the preliminary verifi- 
cation of the taxpayer’s computation is made after the returns have been 
listed, and improper returns are not withdrawn from the blocks, and (2) the 
returns are retained in the Collector’s office. A third and minor difference 
is that the returns are listed on a Form 23-E assessment list setting forth 
only the taxpayer’s account number and the amount of his tax, instead of the 
l‘orm 23-A assessment list which gives the taxpayer’s name and address as 
well as the account number and the amount of tax. 

The 1040 Without Remittance. Unlike the return accompanied by remit- 
tance, the 1040 without remittance in many instances reveals that the tax- 
payer has paid the full amount of his tax liability and frequently that he has 
overpaid. For purposes of description these returns may be divided into five 
categories: 1. Taxable Assessable, 2. Taxable Even, 3. Non-Taxable, 4. Re- 
fundable, 5. Credit Claim. Each category includes both Agent’s and Col- 
lector’s returns. 

1. Taxable Assessable. These returns are like the part-paid return with 
remittance except that the full amount of the part-payment is derived from 
withholding or prepayment credits. With some very minor variations it is 
processed in the same way as the part-paid return accompanied by remittance.** 

2. Taxable Even. In these returns the amount of credit equals the amount 
of tax liability. Their processing is very simple. The returns are given a 
preliminary audit after which they are recorded ** and filed,** pending con- 
sideration for investigation. 

3. Non-Taxable. These returns, showing neither tax liability nor credits, 
are processed in the same way as the taxable even returns. 

4. Refundables.*® These returns show an excess of credits over tax 





41 Another reason given for this great care, is that the Bureau returns, after they 
have been listed, leave the Collector’s office and he cannot make any further check on 
them. There do not appear to be any reasons why the same considerations would not 
apply to part-paid returns as well. 

42 Described above, this section. 

48 An Abstract Card, an Index Card, and a mail sheet are the only documents prepared, 

44 Prior to January 1, 1949, Bureau returns were sent to the Bureau for this purpose. 

45 This type of refund should not be confused with the refund arising out of the claim 
for refund filed by the taxpayer on Form 843. The latter is an independent claim and 
may relate to taxes for a prior year as well as the current year. 
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liability, which the taxpayer has elected to have refunded to him. For 
processing purposes they are divided into two further categories—those 
showing a refund of $1000 or less, and those showing a refund of over $1000. 
This division results from the fact that refunds of $1000 or less ** may be 
certified by the Collector, whereas refunds of over $1000 must be certified 
by the Commissioner, regardless of whether the returns are otherwise classi- 
fied as Agent’s or Collector’s. 

Refundables under $1000. Returns showing a refund of $1000 or less 
after being numbered ** are examined ** to verify the taxpayer’s computations. 
They are then scheduled *® on a “Voucher for Income Tax Refund” which, 
after certification by the Collector, will be sent to the office of the Disbursing 
Officer for payment. 

In certain districts Collector’s returns showing a refund of $1000 or less 
are sent to the Processing Division for preparation of the refund voucher 
which is then sent back to the Collector’s office for certification by him before 
it is forwarded to the Disbursing Officer for payment. The only reason given 
for this apparently inefficient operation is lack of manpower in the offices 
assisted. It would appear that a more efficient solution of the problem could 
be devised. Since the reason for the existence of this system is lack of man- 
power, an increase in personnel in the Collector’s offices would seem to be in 
order. 

Refundables over $1000. Returns, both Agent’s and Collector’s, showing 
a refund of more than $1000 are first processed in the Audit Section of the 
Collector’s Office, where they are numbered and the computations verified. 
The returns are then sent to the Claims Section where “Notice of Refund,” 
Form 844, is prepared showing the amount of credits, the amount of tax 
and the amount of overpayment. This notice is signed by the Collector and 
attached to the return which is then recorded by the Listing and Bookkeeping 
Section. The notice and return are then forwarded to the Bureau which 
certifies the refund for payment and notifies the Collector of the refund 
schedule number assigned. 

The system of handling the so-called “automatic refunds” resulted from 
the provisions of the Internal Revenue Code *® which limited to $1000 the 
Collector’s authority to make refunds. This limitation upon the Collector’s 


46 T.R.C. §3770(a) (4) formerly authorized the Commissioner to delegate authority to 
the Collector to make refund when the amount did not exceed $1000. Pub. L. No. 271 
amended I.R.C. §3770(a) (4) by increasing the amount to $10,000. The provision now 
appears as §3770(a) (5). Regulations under the new section had not been issued at the 
time this report was prepared. It is expected that the new section will have little effect 
upon the processes described other than to increase the number of returns processed in 
full in the Collectors’ offices. 

47 Bureau returns and Collector’s returns are numbered in separate series. 

48 Should this examination disclose that the return is not refundable, it is withdrawn 
from the block and sent back to the mail room for rerouting. 

49 Abstract and Index Cards are likewise prepared together with a mail slip. 

50 T.R.C. §3770(a). See note 46 supra. 
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authority has been raised to $10,000 by amendment to section 3770(a) (4) of 
the Internal Revenue Code. It is expected that the dividing line for the 
handling of refundable returns will now be set at $10,000. 

5. Credits. In handling returns showing excess payment to be applied as a 
credit on the tax for the following year, the division into Agent’s and Col- 
lector’s, taxable and non-taxable, and credit above and below $1000 is ob- 
served. The returns within each category are first arranged alphabetically so 
that amended returns may be associated with originals and final returns with 
tentatives. They are then numbered and blocked. 

The Agent’s returns are given a preliminary audit to verify the taxpayer’s 
computations and the correctness or incorrectness is indicated on the return.** 
If, as a result of the preliminary audit, there is a decrease in the amount of 
credit, the taxpayer is notified by letter, a copy of the letter being attached 
to the return. If there is an increase the taxpayer is not notified ** although 
the amount of increase is noted. 

Agent’s returns properly showing a credit are recorded on a “Certificate 
for Overpayment Allowance Applied as Credit to Estimated Tax,” Form 
1136, and on a “Schedule of Income Tax Credits,” Form 7809-D.5* At the 
same time the amount of the excess payment is listed on an Assessment List, 
Form 23-E, which is then duly certified on an assessment certificate signed 
by the Commissioner. The returns themselves are sent to the revenue agent 
for further processing ; a copy of the certificate of overpayment allowance 
to the taxpayer ; and the original certificate of overpayment allowance to the 
Processing Division for further correlation with the taxpayer’s return for 
the following year. 

The Collector’s returns after being numbered are given a preliminary audit, 
at which time the return is also examined for any obvious error, other than 
mathematical, which may appear. In case of error the return is marked 
“D.A.” (Desk Audit) to indicate that the return should later be given a full 
audit. The returns are then listed and recorded in the same manner as the 

ureau returns, and the documents are appropriately distributed. 

The processing above described constitutes the preliminary assessment 
procedures relating to the individual income tax return, Form 1040.°° It 


51 Returns showing credits above $1000 are further subdivided at $20,000 and $75,000 
for statistical purposes. The division now at $1,000 will probably be made in the future 
at $10,000 as a result of the amendment to §3770(a). 

52 Tf the verification reveals that the return is not a credit return, it is withdrawn and 
rerouted. 

53 The reason for not notifying the taxpayer was stated to be “Public Relations,” i.e., 
the Bureau in its audit might reduce the amount of credit and the taxpayer would 
resent being informed first of an increase and then of a reduction in the amount of credit. 

54 Abstract and Index Cards and a Mail Slip are likewise prepared. 

55 Each year many returns are filed which are incomplete, which are clearly erroneous, 
or which upon a preliminary examination do not make sense. The more common types 
of defect arise from a failure to furnish all the information required by the return. The 
returns are not numbered or listed and are put to one side to be disposed of when the 
rush period is ended. They are given as complete an audit as their condition will permit 
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appears from these procedures that the process is not limited to. the assess- 
ment of unpaid taxes but that it includes also operations for refunding to 
the taxpayer excess payments or a crediting of such overpayment to his taxes 
for the next year. It may be noted that when the amount of the taxpayer’s 
prepayments equals the amount of his tax liability or is greater, no “‘assess- 
ment” on this tax is made. Nor could any be made at this time since such 
payments have already been assessed. As previously described, taxes collected 
through the medium of withholding are assessed at the time the employer 
files his Withholding Return, Form W-1. Payments made by the taxpayer 
on account of his Declaration of Estimated Income Tax, Form 1040ES, are 
discussed below. 

3. The 1040ES. The Declaration of Estimated Income Tax, Form 1040ES, 
is usually filed at the same time that the taxpayer files his income tax return. 
It is essentially an information return, but at the same time and to the extent 
that it is accompanied by payment, it is a tax return on which an assessment 
is made. The 1040ES returns are treated very much as are other returns.*® 
They are numbered and blocked on the basis of whether they are taxable 
or non-taxable and whether they are full or part-paid. After this any re- 
mittances accompanying the returns are entered on a remittance register and 
the returns are listed. The listing procedure for the 1040ES varies somewhat 
from the processing of other returns in that the part-paid returns are listed 
on both Form 23-E and Form 23-A. The former, showing only the account 
number of the return and the amount paid, is used for certification of the 
assessment. The latter, showing the name, address, social security number, 
and account number of the taxpayer, is captioned “memorandum” and is 
used to record future payments made on account of the declaration. 

At the same time as the part-paid returns are listed, “Notice of Installments 
Due,” Forms 1124-a, 1124—b, and 1124~-c are prepared. These notices are 
mailed to the taxpayer as the installments of estimated tax fall due. If the 
taxpayer makes payment, the payment and notice are listed on an Assessment 
List, Form 23-E, and the payment is duly assessed. Only if the taxpayer 
makes payment in response to the first notice will he receive the second, and 
only if he makes payment on the second will he receive the third. In the 
event that the taxpayer does not pay one of the installments, he does not 
receive further notices nor is a warrant issued for collection of the unpaid 
installment. In explanation of the failure to issue a notice or warrant upon 
default, it was stated that the taxpayer might have discovered: that his esti- 
mate was too high and that no further payments were due. In addition, little 
attempt is made to enforce any of the penalty provisions of the Internal 
Revenue Code relating to failure to file an amended declaration of estimated 


and all available sources of information relating to them are explored. If the return 
cannot be identified and disposed of it is considered non-taxable, regardless of its nature, 
and is not listed. An Index Card is made and filed in the Income Tax general file with 
the notation “Dummy Audit Division.” The return itself is filed for future reference. 

56 Described above, this section. 
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tax when there has been a change in condition, and very little attempt is made 
to enforce any penalties for failure to pay installments that have become 
due.*? 

Frequently, the taxpayer in filing his income tax return, Form 1040, and 
his Declaration of Estimated Tax, Form 1040ES, uses only one remittance to 
pay both liabilities. The treatment of these items varies from office to office. 
In all cases, however, a record is made of the nature of the transaction and 
appropriate references are made to associate remittances and returns. In all 
cases, also, the remittance is deposited and the returns are then routed in 
the same way as returns accompanied by individual remittances. 

After the close of the tax year, the 1040ES, and all of the paid notices, 
Forms 1124-a, 1124~b, and 1124~c, are sent to the Processing Division where 
they will be matched with the Abstract Card to be prepared when the tax- 
payer’s return for that year is listed. 

4. Corporation Returns, Form 1120. All corporation returns are Bureau 
returns, and fall into one of three categories: full-paid, part-paid, non-tax- 
able. In the main they are processed as in the Agent’s 1040. The returns, 
whether full or part-paid, are numbered, blocked, listed, given a preliminary 
audit, posted, certified and sent to the Bureau. The listing process and dis- 
tribution of documents ** differ from that of the 1040 in two respects. The 
Abstract Card which is prepared is sent to the Bureau, none being sent to 
the Processing Division. And, in the case of the part-paid return, instead 
of one bill, Form 17a, being prepared, three bills, Form 1123, are prepared 
for collection of future installments. The non-taxable 1120 differs from the 
“non-taxable Agent’s 1040” in its recording, no abstract being prepared for 
the Processing Division. 

5. The Partnership Information Return, Form 1065. Unlike other in- 
formation returns these are not sent to the Processing Division. The returns 
are divided into two groups on the basis of the amount of earnings. All 
returns showing partnership income over $100,000 are classified as Agent’s 
returns; those showing income under $100,000 are classified as Collector’s 
returns, 

The processing of the returns is very simple. The returns are numbered. 
Index cards and mail slips, and in the case of Agent’s returns, Abstract Cards 
are prepared. The Agent’s returns and their related Abstract Cards are sent 
to the Bureau for tabulation and then to the Revenue Agent. The Collector’s 
returns are given a preliminary audit and are then filed for future reference. 

6. Tentative and Amended Returns With Remittance—The Unclassified 
Section. During the course of each year, a large number of taxpayers find 
it impossible to prepare timely returns. To meet this situation provisions have 
been made whereby taxpayers are granted an extension of time to file a full 





57 See I.R.C. §294(a). 

58 In addition to the usual documents, the Cheyenne office maintains a permanent record 
for each of its corporate taxpayers and in that way is able to check up on corporations 
who file in one year and not in others. 
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return upon condition that the tentative return ** be filed promptly and that 
a final return be filed within a stated time. Another procedure frequently 
followed by the taxpayer is to file a timely return, and at a later date to file 
an amended return. 

To expedite the handling of tentative and amended returns received with 
remittance * an “Unclassified Section” has been established. Although there 
are some slight variations from office to office ® in the operations of this 
section, its essential function ** is to associate tentative returns with final 
returns and amended returns with originals. 

When first received the tentative return is treated like any other return, 
i.g., it is numbered and the amount received noted on it.°' The return and 
the remittance are entered on appropriate registers and the remittance is 
deposited into an unclassified account from which it will be transferred when 
the final return is received. The tentative return in the meantime is recorded," 
the name, address, and account number of the taxpayer being shown together 
with the amount received and the date of receipt. All the documents are 
retained in the unclassified section until the final return is received."® At this 
time the tentative and final returns are associated and are processed as though 
the final return had been timely filed. The funds which have been deposited 
in the unclassified account are then transferred to an appropriate income 
account. If the final return shows an excess of payment,” the return is 
treated as a refund or credit return, as the taxpayer may direct. 

Amended returns are held by the Unclassified Section only if the original 


59 Tentative returns may be filed by individuals and corporations although they are not 
required of individuals. 

60 There is no statutory provision for the filing of amended returns. The only ref- 
erence to them in Treasury regulations is found in Reg. 111, Sec. 29.271, where it is 
referred to as “an ‘amended return’ so called.” 

61In the Third New York Collection District most of the money received during any 
filing period accompanies tentative corporate returns. 

62 In some offices the Unclassified Section receives both returns and remittances; in 
others it receives only the remittance, the returns being held in the Income Tax Division. 
Returns received without remittance are processed in the Non-taxable Subsection of the 
Income Tax Division. 

83 This Section, in addition to handling these returns, also processes collections which 
cannot be directly associated with a tax return. Such items may be described as “unidenti- 
fied remittances” and “payments in advance to avoid the running of interest.” 

64 At the same time the return is examined to see whether an extension of time has 
been given. If none has been given, that fact is noted upon the return for future penalty 
purposes. 

65 An Assessment List, Form 23-A, is used for this purpose together with an Index 
Card. 

86 Tf within one month after the extended date no record can be found of the final 
return, demand is made upon the taxpayer to furnish an explanation, and to file a return. 
If there is none, appropriate steps are taken to assess penalties. If, as frequently happens, 
the final return was filed in another district, the tentative return is sent there. 

67 Whether derived from prepayment or payments made at the time the tentative return 
was filed. 
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return to which they relate cannot be found.** The remittance accompanying 
the return after being recorded ® is deposited in an unclassified account. The 
return after being recorded ” is filed for future reference. The unclassified 
section then institutes an intensive search to locate the original return. Should 
the original account not be identified, the return is listed ™ on a miscellaneous 
assessment list which is then certified. 

Should it be located, the original and the amended returns are associated 
and duly processed. If the amended return shows less liability than appeared 
on the original return it is forwarded to the Claims Section for further proc- 
essing as described below. If the amended return, Collector’s 1040, discloses 
an increase in liability, both original and amended return are given a full 
audit, after which the amended returns are listed and processed like original 
timely returns. In the case of the Agent’s 1040 the amount of the original 
liability is noted on the return, after which the additional liability shown on 
the amended return is listed and the return is processed as though it had 
been timely filed. The amended 1120 showing an increase in liability is 
processed like the amended Agent’s 1040, except that it is given a preliminary 
audit before being numbered. 

The other major function of the Unclassified Section is to locate unidentified 
remittances. Occasionally, such remittances are accompanied by an explana- 
tory note, but frequently they are received without any indication of what they 
relate to. The chief task of the section in connection with these remittances 
is to identify them. In the process, all possible sources of information are 
examined and an attempt is made to communicate with the taxpayer. If the 
remittance can be identified it is placed on an appropriate voucher ** and is 
duly listed. If the remittance cannot be identified, it is deposited into an 
unclassified account and is recorded and indexed. Thereafter it is reviewed 
from time to time in a continued attempt to effect identification. The item 
is never permitted to become dead. 

Another class of payments received by the Unclassified Section are pay- 
ments made by taxpayers who have been notified of a proposed deficiency. 
The purpose of these payments is to stop the running of interest. Upon 
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68 When the original returns can be found the amended returns are associated with 
them. In the case of Collector’s returns there is an actual physical association, in the 
case of Bureau returns the account number of the original is placed upon the amended 
return. 

69 The record is kept on Form 23-A. In addition, an Index Card is prepared as is a 
voucher for transfer of the funds if the original account can be located. 

70 Note 69 supra. 

71 At the same time, the funds are transferred from the unclassified account to the 
miscellaneous account. 

72 Payments in full are processed on a Form 1, “Receipt for Payment of Taxes”; part- 
payments on a Form 1124, “Demand for Installment of Income or Victory Taxes”; and 
if in payment of estimated tax, on a Form 1040ES. The forms used may vary from 
office to office. Should it appear that the payment relates to a warrant, notice thereof is 
given to a Field Deputy in charge of the case. 
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receipt the payment is recorded and deposited. A record of the payment is 
kept by the unclassified section and when the account to which it relates has 
been assessed the payment is credited to that account. If the account to which 
the payment relates shows a liability less than the amount of payment, the 
excess is refunded, but without interest, the payment being considered in 
the nature of a “deposit.” 

Excess Collections. One of the problems confronting the Collector is the 
disposition of excess payments which have been made by taxpayers. These 
items appear on the assessment list as a credit belance to the taxpayer’s account 
and are usually located by the Comptroller’s Division when it reviews the 
assessment lists. When such items appear, the taxpayer is notified of the 
excess and is requested to advise what disposition is to be made thereof. As a 
general rule, one of two alternatives is chosen, application of the excess to 
an open debit balance, or refund. In the former, the transfer of funds is 
made through the medium of a correction voucher. In the latter, or if the 
taxpayer does not answer, the funds are first transferred to an excess collec- 
tion account and are listed on an excess collection list. Funds are then taken 
from this list to make refunds or to transfer excess payments to open accounts 
which may have been found by the Comptroller’s Division. Except for items 
under $2.00, no funds are permitted to remain on this list. 


II. Tue Frnat AssESSMENT Process—THE COoLLEcToR’s OFFICE 


1. Deficiency Assessments—The Audit Section. The operations of the 
Audit Section are many though not very diverse. Its major function is the 
examination of Collector’s returns after they have been listed, with a view 
to determining the correct tax liability of the taxpayer. 

Preliminary to this, the section reviews the mathematical computations 
shown on all returns whether Bureau, Agent’s or Collector’s, in part to assure 
that the return is placed in its appropriate category. Changes made during 
the course of this computation, if resulting in increased tax, are not considered 
deficiencies,"* and the additional tax is added to the amount to be assessed 
without issuance of a statutory notice, the taxpayer being merely informed 
of the change. It has been reported that in some Collector’s offices, attempts 
are made to circumvent the requirements "* of a statutory notice by claiming 
that certain exemptions which have been disallowed or penalties which have 
been added, result from the correction of mathematical errors in the return. 

After the preliminary computations and the listing of returns, selection 
is made of the returns which will receive a full audit. It is in connection with 
this phase of the Collector’s functions that one of the greatest tasks of the 
entire tax structure presents itself—the limitation upon the number of returns 
which can be fully audited and the extent of the audit which can be given to 
the returns selected. This limitation results directly from the lack of skilled 


78 T.R.C, §272(£), Reg. 111, Sec. 29.272-1 (1). 
74 L.R.C. §272(a). 
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manpower in the Collector’s offices. In prior years, between 25% and 30% 
of all Collector’s returns were audited in nearly all offices. At the time this 
survey was made, only between 3% and 5% were being audited.” It is ex- 
pected that, with the increased personnel recently authorized by Congress, 
these percentages will increase. 

In determining which returns are to be given a full audit, all returns are ex- 
amined. The auditor, to whom returns are assigned by blocks, “leafs through” 
the returns. As he does this he searches for certain types of statements or 
claims which past experience has shown are indicia that a return should be 
given a complete examination. Some of the items which are so regarded are: 
the failure to show inventory, unduly low gross profits, an incorrect state- 
ment of dependency, excessive medical costs. Returns disclosing these or 
similar criteria are withdrawn from the block and are then examined with 
great care. 

During the course of the examination a complete redetermination is made 
of the taxpayer’s liability on a “Report of Income Tax Audit Changes,” 
Form 885. If the return proves correct it is accepted as filed. In the event 
of deficiency a copy of the Form 885 is sent to the taxpayer with a letter 
demanding payment. If the taxpayer pays, the remittance and the Form 885 
are duly processed and listed for assessment.’* If the taxpayer, instead of 
paying, signs a “Waiver of Restrictions of Assessment,” Form 870, the 
waiver is then processed as a part-paid return ‘* and the taxpayer is billed 
for the deficiency. 

One problem which has confronted taxpayers for many years is the lapse 
of time between the signing of a Waiver (Form 870 or 874) agreeing to a 
deficiency, and the assessment of such deficiency. The procedures for the 
assessment of deficiencies based upon waivers would seem to indicate that 
there should be no great delay—even when due allowance is made for the 
additional steps required in the case of the Bureau and Agent’s returns. 
The only explanation offered for the difference between the theoretical time 
required and that actually used was a shortage of manpower to expedite the 
processing of the documents. 

Should the taxpayer ignore the demand, the deficiency is assessed upon 
the Form 885, which is treated as a supplemental return and the taxpayer is 
billed for the tax. This technique, which is not universally employed, is clearly 
not in accordance with the requirements of the Code.** Its illegality is recog- 
nized even in the offices where it is used, and if the taxpayer makes any 
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75In only one of the offices visited, one of the smallest in the country, was it stated 
that a larger percentage of the returns is examined. 

76 The Form 885 is given its own account number and is treated as a supplemental 
return. 

77 Interest is computed by the Audit Section from the filing date of the return until 
thirty days after the delivery of the Form 870 to the Collector, or to the date of assess- 
ment, whichever is earlier. 

78 This practice is frowned upon by offices which do not use it. 
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objection, the assessment is abated and the taxpayer receives a form notice 
informing him of his right to file a protest. 

If in response to the demand which has been made upon him, the taxpayer 
comes to the Collector’s office, his return is reaudited in his presence. If there 
are disputed items, a member of the review staff may be called upon to assist 
in disposing of them. Should an agreement be reached, the taxpayer is 
requested to sign a Waiver, Form 870, after which he may pay the deficiency 
immediately or be billed for it at a later date. If no agreement is reached, 
a ten-day letter is sent to the taxpayer notifying him of his right to protest. 
If the taxpayer takes advantage of this right, his entire file is sent to the 
Internal Revenue Agent in Charge in the district, and the Collector will not 
see it again until the case has been closed and is ready for assessment. Should 
the taxpayer not file a protest, a statutory notice of deficiency *” is sent to 
him. If the taxpayer acts upon the statutory notice his entire file is forwarded 
to the Technical Staff. If the Collector does not receive notice from the 
Bureau that the taxpayer has filed a petition in the Tax Court, the deficiency 
is set up for assessment 120 days after the statutory notice was sent to the 
taxpayer. 

2. Refunds. Refund items are presented to the Collector in one of two 
ways. The first, which has been discussed above, is the request for refund 
which the individual taxpayer makes on his 1040 or W-2 (1040-A) return 
at the time it is filed. The second is the formal claim for refund which is 
usually filed on a “Claim,” Form 843. This claim may also be made part of 
an amended return where the original return showed a greater tax liability 
which was paid. It may be filed by an individual or a corporation, and may 
relate to a current or a prior year. 

The proceeding is instituted by the taxpayer, who may telephone or write 
to the Collector, or call in person. In any event, the taxpayer is furnished 
with a Form 843, “Claim for Refund,” which he is requested to file. When 
the claim is presented on an amended return, the taxpayer is usually not 
required to file a Form 843. 

It appears to be standard procedure in all offices handling refund claims 
made on amended returns, whether Collector’s or Agent’s, to advise the tax- 
payer to file a formal claim for refund and thus to avoid the danger of the 
running of the Statute of Limitations, the amended return having no such 
effect. 

Amended returns requesting refunds and claims on Form 843 are proc- 
essed initially by the Claims Section. The account number of the original 
tax return is placed upon them and they are classified into four groups: (1) 
Agent’s amended returns; (2) Agent’s claims (including Agent’s amended 
returns accompanied by Form 843) ; (3) Office amended returns; (4) Office 
claims (including Office returns accompanied by Form 843). 

Agent’s Refunds. Agent’s amended returns and Agent’s claims are proc- 


79 Authority to issue statutory notices has been delegated by the Commissioner to the 
Collectors. 
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essed in very similar fashion. In each instance the essential information of 
the taxpayer’s original account is obtained. In the case of the return, the 
information is placed upon a “sticker” which is attached to the return. In 
the case of the claim, the information is placed on the back of the Form 843 
in space provided for that purpose. A “Record of Claims,” Form 815, is then 
prepared, after which the returns and stickers or the claims, as the case may 
be, are forwarded to the Internal Revenue Agent in Charge for the district. 
The Revenue Agent, after making a disposition of the claim, sends the file 
to the Bureau for such further action as may be warranted. 

When the Bureau has acted upon the claims (if the action is favorable), 
it prepares ®° and forwards to the Collector a Schedule of Over-Assessments. 
Upon receipt of the Schedule, the Claims Section reviews the records relating 
to the taxpayer to see if there are any open items of unpaid taxes. The 
information thus obtained is entered upon the Schedules ** which are then 
returned to the Bureau,®’ for certification, and transmittal to the Disbursing 
Officer for payment. The Collector is notified when the refund has been 
approved. 

Office (Collector's) Refunds. Office returns and Office claims are treated 
alike,** the Office return having first been converted into a claim by the 
preparation of a “Dummy” 843.8 The back of the Form 843 is then filled 
in, and the claims are forwarded to the Audit Section for examination. The 
Audit Section, when it has completed the examination of the claim and of the 
taxpayer’s account, prepares a report which is sent to the Claims Section. 
Should this report indicate that the taxpayer is entitled to a refund, the amount 
of the refund is scheduled on a “Voucher for Income Tax Refunds,” Form 
7809C.*° The Voucher, after certification by the Collector, is forwarded to 
the Office of the Disbursing Officer for issuance of the refund checks. 

Should the claim for refund result in an abatement of the tax,®* a ““Schedule 
of Income Tax Abatements,” Form 7809E, is prepared as well as the Form 
7809C. Pursuant to this certificate, the assessment list is duly marked “With- 
drawn” or “Certificate of Over-Assessment” to indicate that the tax has been 
abated. 





80 Bureau procedures are discussed at IV, infra. 

81 If there are open items, the information placed upon the Schedules includes also a 
statement of how the over-assessment will be applied to the open items. 

82 After January 1, 1949, under the Bureau’s plan of decentralization, Bureau refunds 
of $1000 or less, after their substance has been approved by the Bureau or the Revenue 
Agent, will be certified by the Collector for payment. The amount will probably be 
increased to $10,000 under the authority granted by amendment to I.R.C. §3770(a). 

831f the claim for refund is over $1000, the information relative to it is entered upon 
a “Notice of Refund,” Form 844. The Form 844, the claim, and the original return 
are then forwarded to the Bureau. 

84 Not all districts use this device. In at least one district the taxpayer is required to 
file a Form 843. 

85 Should the claim be rejected, the taxpayer is duly notified. 

86 Refunds of assessed taxes always result in an abatement of the tax to the extent 
of the refund. In the case of a refund of a direct overpayment in excess of the amount 
of assessment, there is no abatement. 
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Closely related to the Claim for Refund, is the claim for a tentative carry- 
back adjustment. This is filed by an individual taxpayer on a Form 1045,°" 
which is a supplement to the Form 1040. Corporate taxpayers usually make 
their claims as part of the tax return, but may also use a Form 1139 if they 
expect to show a loss on their current operations. When a Form 1045 or a 
Form 1139 is received, a search is made of the taxpayer’s records of prior 
years. A “Certificate of Assessments and Payments,” Form 899, is prepared 
in the Audit Section. This certificate is an abstract of the taxpayer’s accounts, 
showing payments made and open balances. When the l’orm 899 has been 
certified by the Collector, it and the Form 1045 or Form 1139 are forwarded 
to the Bureau for disposition. At the same time that the Form 899 is pre- 
pared, a Form 815 is prepared and forwarded to the Claims Section, which 
will process the carry-back schedule as it does a refund schedule, but with 
respect only to the years involved, after it has been acted upon by the Bureau. 

3. Adjustments. Many taxpayers, especially the small ones, when they 
have complaints to make regarding their taxes do not resort to the formality 
of filing a claim. Instead they write to the Collector presenting their griev- 
ance, or, as frequently happens, visit the office in person. Because of the 
large volume of such items there has been established in the Comptroller’s 
Division of the Third Collection District ** an “Income Tax Adjustment 
Section.” This Section handles adjustments relating to all income tax returns. 
The largest part of its business relates of course to the returns filed on 
Forms W-2 (now 1040-A),°* 1040, and 1120. 

In the usual course of events, a taxpayer will come to this Section when 
he has received a bill to which he does not agree, or when he has been served 
with a warrant. The standard procedure in all cases is to start by examining 
the assessment list to determine the status of the taxpayer’s account.”° The 
taxpayer is served while he waits and is informed immediately of what the 
assessment list discloses. 

If the taxpayer’s claim is one of payment and the records bear him out, 
his bill is marked to show that payment has been made. If, however, the 
records show that only part-payment has been made, the balance due is com- 
puted, together with interest, and the taxpayer is directed to the Cashier’s 


87 The use of Form 1045 is limited to a period of not more than one year after the 
year the loss has been sustained. Should the taxpayer desire to avail himself of a loss after 
a year has elapsed he must use a Form 843. 

88 Similar sections, although not on so elaborate a scale, may be found in other districts. 

89 Most adjustments relating to the W-2 (now 1040-A) are handled in the W-2 (now 
1040-A) Audit Section, usually in response to a personal appearance by the taxpayer. 
If there has been an error in computation it is corrected. If the taxpayer claims that 
the return is incomplete, he is afforded an opportunity to supply the missing information. 
After this, vouchers are drawn so that appropriate adjustments can be made and over- 
payments refunded, or deficiencies collected. 

90 With reference to Bureau returns, the Section may correct only mechanical errors, 
including improper crediting of payments. All other claims must be referred to the 
Bureau. 
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counter to make payment, which will then be assessed. Should the taxpayer 
not make payment, a warrant for collection will be issued in due time. If the 
taxpayer claims that he has filed an amended return, showing less liability 
or no liability, both the original and the amended returns are taken from the 
files, regardless of what the assessment lists show, and are sent to the Audit 
Section for review. The taxpayer is invited to come to the Audit Section while 
the review is made. The returns are then sent back to the Income Tax Ad- 
justment Section with the tax liability recomputed. 

If the review of the case discloses an open liability and the taxpayer agrees, 
his bill is corrected to show the new liability. If he does not agree, the new 
liability is set up on an assessment list and the taxpayer is billed.** If the 
review indicates that the taxpayer is entitled to a refund, his claim is processed 
accordingly.** In either event, vouchers are prepared to make the necessary 
corrections, and the Processing Division is informed of the changes by a 
“Correction Order,” Form 1137. 

In addition to servicing taxpayers, the Section has the duty of reviewing 
cases which have been closed by the Field Deputy upon the taxpayer’s claim 
that payment has been made.** In these instances the Section compares the 
information on the assessment list with the information furnished by the 
Field Deputy. If the claim of payment is correct, appropriate vouchers are 
drawn to close the account. If the claim is not correct, a new warrant is 
requested and the case returned to the field for further action. 





III. Tue FrnAt AssesSMENT ProcEssS—THE OFFICE OF THE INTERNAI. 
REVENUE AGENT 


The operations of the Office of the Internal Revenue Agent are similar 
in many respects to those of the Audit Section of the Collector’s Office. The 
major differences between them are two—the number of returns processed 


and the size of the returns. 

At the center of operations in the Agent’s office for the processing of 
returns is the Control Section, which acts as a clearing and record center 
for all returns as they are received and as they are routed from one section 
of the office to another. Upon receipt of the returns from the collector ® they 


°11Tf the new liability is greater than the old, the taxpayer should, of course, receive 
a thirty-day notice, informing him of his rights to file a protest. The same situation 
with regard to thirty-day letters exists also in the Audit Section. 

2.On claims under $1000 a Tax Abatement Voucher is prepared and sent to the 
Claims Section which prepares a Schedule of Abatements. On claims over $1000, a Long 
Abatement Voucher, or Collector’s claim for Abatement, is prepared for submission to 
the Bureau which acts upon those cases. This amount will probably be increased to 
$10,000 under the amendment to I.R.C. §3770(a). 

93 The Section receives from the Field Clerk a list of closed cases, together with a 
case sheet for each case, the Deputy’s Report (Form 200), the warrant (or temporary 
warrant), and such other documents as may be relevant to the case. 

%4 Prior to Tanuary 1, 1949, returns were sent by the Collectors to the Bureau, which 
then forwarded them to the Agents. 
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are classified by types.** The first separation is between the “classification” 
returns—current returns which are received for the first time, and “‘Mis- 
cellaneous” returns—all others. “Classification” returns are then divided 
by type—individual, corporation, or partnership, and are arranged alpha- 
betically within each type. Miscellaneous returns are likewise divided, but 
by source—Washington (returns which have been post-audited and are sent 
back to the Agent for one reason or another), Collector (returns which the 
Agent has requisitioned from some Collector’s office), other Agent’s (returns 
which have been sent from other divisions). 

The above classification is largely a mechanical one and is made by the 
personnel of the Control Section, assisted by the agents who will audit the 
returns. There is then a further break-down of the current returns, which 
is made on the basis of the nature of the return, into three categories: 
(1) Accepted ** (returns which do not warrant further examination) ; (2) 
Office audit; (3) Field audit. The criteria employed are the nature and 
amount of the income and deductions shown on the return, the issues in- 
volved, and the extent of the examination indicated. In this breakdown 
individual returns are placed in one of the three groups listed. Corporation 
and partnership returns are considered either as accepted or are marked for 
field audit. 

In addition to the above classification of cases, another category is added— 
the “expedite” cases. These are cases where: (1) the Statute of Limitations 
is about to run; *’ (2) a large deficiency is to be assessed; ** (3) a petition 
in bankruptcy has been filed and an immediate assessment is required ; (4) an 
application has been filed under section 275(b) of the Code, requesting a 
prompt determination of tax liability. All such cases are given priority of 
handling. 

All returns, except the accepted returns of the classification group, are 
then entered upon record cards made in triplicate, one copy for the group 
which will handle the return, Form 1247, one for the Control Section, Form 
1248, and one for the permanent file, Form 911. Standard practice is to 
assign cases to groups in rotation. However, if an examination of the prior 
years’ records discloses that a taxpayer’s return for a prior year is being ex- 
amined by a particular group, his current return will be assigned to the same 
group. 

Other exceptions to the assignment of cases in rotation are returns filed 
by banks, railroads, insurance companies, and a few very large corporate 


%5 Refund claims are not classified, since as a general rule all of them are given a full 
audit. In a few cases involving small amount, the refund may be approved without a 
full audit. 

6 The accepted returns are retained in the Agent’s Office for about three months, 
after which they are listed on sheets and forwarded to the Bureau. 

87 If the Statute of Limitations has only a short time to run, a statutory notice of 
deficiency is sent to the taxpayer. Each such case is treated on an ad hoc basis, and, 
unless the facts require, the Agent does not resort to a jeopardy assessment. 

98 The urgency in these cases arises from the accumulation of interest. 
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taxpayers—returns which by their complexity make continuity of handling 
a necessity. 

The smaller individual returns and, in some divisions, the smaller corporate 
returns are sent to the Office Audit Section. These returns are given a pre- 
liminary examination and arranged in order of their importance for full 
office audit. After this has been done, the taxpayer is requested by letter to 
visit the office at a time stated in the letter. In the meantime the returns have 
been distributed to the auditors who make an examination of the reurn and 
of the taxpayer’s record for prior years. 

The taxpayer who comes to the office in response to a notice is assigned 
to the Auditor who has his return, and the examination of the return is com- 
pleted. If during the course of the conference between the taxpayer and the 
auditor they come to an agreement as to the tax liability,*® the taxpayer signs 
a Waiver, Form 870, and the Auditor makes his report recommending that 
the agreement be approved.’ 

If the Auditor and the taxpayer do not agree, the taxpayer is given a second 
hearing before the Section Chief. If the taxpayer continues in disagreement 
he may request a hearing before the Conference Section. The taxpayer may 
also, of course, request that the case be transferred to the Technical Staff. 

As a general rule the examination of a return is completed on the basis 
of the return itself and such records as the taxpayer produces or is directed 
to produce. The examination, however, is not limited to these documents and 
is occasionally expanded to include a transcript of the collector’s record 
relating to the taxpayer. It may also be expanded to include examination 
of witnesses and other records.’* 

Should the taxpayer ignore the first letter he is sent one or more reminders, 
in the last of which he is warned that if he does not appear within ten days, 
all doubtful items on his return will be decided against him.’°? At the same 
time attempts are made to communicate with the taxpayer by telephone and 
at other addresses. If the taxpayer disregards all the preliminary notices, 
he is sent a thirty-day letter, accompanied by a copy of the Agent’s report 
and a Waiver, Form 870, notifying him of the disposition which has been 
made of his return, and notifying him that he has a right to protest against 
the findings. If the taxpayer does not reply to this letter, he is sent a 
Statutory Notice of Deficiency. 

The larger individual returns and all corporation and partnership returns 





99If there is only partial agreement, the part agreed upon is treated like any other 
“agreed” case; the balance is held for further investigation. 

100 The auditor may not close a case, either as to the amount involved or as to the issues. 
He may merely recommend. At the same time that the auditor makes his report, a letter 
and a copy of the report are sent to the taxpayer. If there have been no changes, the 
taxpayer receives only a letter. 

101 In such cases a summons is issued by the Internal Revenue Agent in Charge, and is 
used primarily for the production of records. Witnesses are usualiy not subpoenaed, 
except in fraud cases. 

102 Not all districts give this warning. 
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are sent to the Field Audit Section. They are further classified by -the size 
and type of the return and are distributed among the members of the Section 
for auditing.*°* The Field Agent to whom the cases are assigned, after check- 
ing the taxpayer’s prior year’s reports, visits the taxpayer and completes his 
audit at the taxpayer’s place of business or other place agreeable to him. 
After completion of the examination, the processing of the return and the 
Auditor’s report thereon are the same as in the case of the return which has 
had an office audit.?%* 

Most issues presented by the taxpayer's return are determined by the 
Auditor (or Agent). However, certain issues of general application are held 
in abeyance until the factual background relating to them has been determined. 
Two examples of such issues are the following: (1) A claim of worthless 
stock. If the corporation whose stock is involved is located in another dis- 
trict, a request is forwarded to the district where the corporation is located 
to supply all necessary information. (2) A claim that income received repre- 
sents a capital distribution. In this case a request is sent to the Bureau to rule 
whether the distribution is taxable or non-taxable. 

If, during the course of an office or field audit, questions of law arise 
which the auditor cannot resolve, they are referred to the Technical Advisor.?% 
If the Technical Advisor is unable to answer the question, or if it presents 
a problem which may recur from time to time, the matter is referred to the 
General Counsel of the Bureau for his opinion. 

After the returns have been audited, they are “comptometered.” *°* Unlike 
the comptometer operation in the Collector’s office, this operation is a com- 
plete review of all the schedules as well as the figures on the face of the return. 
If the report submitted by the auditor indicates that no change has been made, 
the comptometer operation, in addition to a computation of the figures on the 
return, also serves as a review of the return. 

When the comptometer operation has been completed, the cases are assigned 
to the reviewers. The assignments are made on the basis of the relative diffi- 
culty and complexity of the case, the more difficult and complex ones being 
sent to the more experienced men in the Section. 

The Reviewer makes a complete examination of the case, including the tax 
returns 1°? and the report of the Agent. If the Reviewer disagrees with the 


103 The personnel of the Field Section is divided into groups, each under a group head. 
In the Second New York Division there are thirteen regular groups and onc special group 
which handles fraud cases. The returns are distributed to the group leaders who assign 
them to the auditors in their groups. The smaller offices do not have the division into 
groups. 

104 It may be noted that in each instance the return and report are sent from the Audit 
Section to the Control Section, so that any changes may be noted. The Control Section 
then forwards the documents to the Review Section. 

105 Not all offices have a Technical Advisor. In such offices, the functions of the 
Advisor are performed by the Assistant to the Revenue Agent in Charge. 

106 This operation is not performed in one of the offices visited, because of a shortage 
of personnel to operate the machines. 

107 In one of the smaller offices, the reviewer does not see the return. 
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Agent’s conclusions or statements, or if he requires additional information, 
the Agent is called in for explanation. The Reviewer, when he has completed 
his examination, adds to the Agent’s report any comments he considers neces- 
sary. In case the Agent does not agree with the changes proposed by the 
Reviewer, the case is referred to the Technical Advisor for disposition. The 
decision of the Technical Advisor is final. However, the right is reserved 
to both Agent and Reviewer to note their disagreement. 

Once a final decision has been reached, the case is sent to the Control 
Section where a record is made of any changes, and the report is sent to 
be typed.?* In “agreed” and “no change” cases the report and the return 
is sent to the Bureau for post-review, and the taxpayer is notified of the 
decision of the office. 

In the “agreed” case, in addition, if there has been a deficiency, notice is 
sent to the collector in whose office the original return was filed so that the 
deficiency may be assessed. If, on the other hand, there has been an over- 
assessment, the Bureau is notified so that a refund may be made. 

In “unagreed” cases, the taxpayer is sent a thirty-day letter,’ together 
with a copy of the Agent’s report. Should the taxpayer agree with the report, 
he will sign a Waiver consenting to the deficiency,’’® and the case will be 
closed and sent to the Bureau. Should the taxpayer disagree with the report 
he may file a protest, in which event the case will be sent to the Conference 
Section for further proceeding. Should the taxpayer ignore the thirty-day 
letter, the case is sent to the Ninety-Day Section for issuance of a statutory 
notice." 

The procedure for presenting a case to the Conference Section is very 
formal, i.c., the taxpayer must file a brief in triplicate setting forth the basis of 
his claim, and he may be represented only by & person admitted to practice be- 
fore the Treasury Department. However, the proceedings before the Confer- 
ence Section are informal. The taxpayer presents his case, and, where possible, 
points of difference are disposed of by agreement between the Conferee and 
the taxpayer. Although in the course of the work of the Conference Section, 
many factual issues may be compromised in an attempt to settle a case, there 
are three instances where a settlement is never allowed: where an issue is 
one that may recur year after year ; where an issue is being litigated ; or where 
an attempt is made by the taxpayer to place a nuisance value on the case.*!” 


108 Tn “no change” cases (i.c., cases where the return is accepted as filed) the pencil 
report written by the Agent is sent to the Bureau. In prior years the typing of reports 
was one of the great sources of delay. 

109 There are about 15 types of form letters which are sent, each applying to a specific 
type-situation. 

110 Tf the case involves a refund, the taxpayer signs a “Consent to Over-Assessment.” 

111 Although the Revenue Agents generally have a liberal extension of time policy, 
the case is sent to the Ninety-Day Section one day after the thirty days of the thirty-day 
Ietter have expired. 

112 Despite this general rule, instances have been reported of the reverse of this situa- 
tion, i.c., where the Agent has placed a nuisance value upon a case. 





ae 2 oa! eee oe _——- gl ae? eee 


Za oO = > & es -_ 


@ 





1950] ROUND TABLE ON COLLECTION PROCEDURES 511 


In no event does the Conference Section give any weight to the question of 
the taxpayer’s ability to pay. 

If an agreement is reached, the taxpayer signs a Waiver,'** setting forth 
the amount of deficiency and/or assessment agreed upon. The agreement 
is then checked by a Conference-reviewer and by the Head of the Section. 
If approved, the case is then sent to the Bureau or to the Collector in whose 
office the return was originally filed.*** 

If no agreement has been reached, the case may be sent to the Technical 
Staff for further conferences, if the taxpayer so requests. If the taxpayer 
makes no such request and the case involves a deficiency, it is sent to the 
Ninety-Day Section. If the case does not involve a deficiency, #.c., where the 
taxpayer has claimed a refund, the case is sent to the Bureau. 

One of the problems confronting the Conference Section, because of the 
time involved in all the negotiations which have taken place, is the running 
of the Statute of Limitations. As a result, a very careful watch is kept on the 
passage of time, and the Conferee is constantly reminded of the limitations 
status. If forty-five days before the statute has expired, the case has not 
been disposed of, the Conferee is directed to obtain from the taxpayer a 
Waiver, Form 872, extending the Commissioner’s time to make an assess- 
ment. Thirty days before the expiration of the statute, the Chief Conferee 
notifies the Conferee of the running of time and an attempt is made to dispose 
of the case. If the case is in the last stages of negotiation, the time may be 
allowed to run down to one week before the case is sent to the Ninety-Day 
Section. In no event, regardless of the time situation, is a jeopardy assessment 
resorted to unless the facts of the case would otherwise warrant its use. 

When the Ninety-Day Section receives a case, it does not reconsider the 
merits of the taxpayer’s contentions. The sole problem of the Section is to 
review the facts of the case and to prepare a statutory notice of deficiency 
before the Statute of Limitations will have run.’* The letter sets forth a 
full analysis of the return and of all adjustments. It is signed for the Com- 
missioner by the Internal Revenue Agent in Charge pursuant to a delegation 
of authority from the Commissioner. Together with the letter, a copy of 
which is sent to the Washington office of the Bureau, a Waiver, Form 870, is 
sent to the taxpayer. The letter is sent to the taxpayer at his most recent 
address as shown in the case. Should it not be delivered, an attempt is made 


113 Form 870 is used if there is a deficiency ; Form 873, if there is an over-assessment ; 
and Form 874, if both deficiency and over-assessment are involved. 

114 Returns on which the Statute of Limitations has less than 45 days to run, and 
cases which involve an over-assessment, regardless of whether there is a deficiency, are 
sent to the Bureau. All others are sent to the Collector. Under the program of decentrali- 
zation, cases involving over-assessments of $1000 or less will be sent to the Collector for 
certification. There will probably be some changes in this procedure under the authority 
granted by new section 3647. 

115JTn the Second New York Division, the Statute of Limitations has not expired in 
any case in the past eight years. 
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to inform him of the notice by having an Agent deliver a copy thereof to 
him by hand.*** 

The file is then held for the statutory period. It appears that many cases 
are settled during this period, the taxpayer either returning a signed Form 
870, or sending in a check for the amount of his tax liability. If the taxpayer 
returns the Form 870, properly signed, the case is treated as an “agreed” 
case and is processed as described above. If he sends in a check, the check 
is forwarded to the Collector to be held in a suspense account, as the case is 
considered to continue open. At the end of the statutory period the Collector 
is notified to place the case upon an assessment list and to credit the account 
with the amount of payment. 

If the taxpayer does not agree to the statements in the ninety-day letter 
and files a petition in the Tax Court, the case is forwarded to the Technical 
Staff. If the taxpayer does nothing, the Collector is notified at the end of 
the ninety-day period to place the deficiency upon an assessment list. 

If it should appear that collection of the tax will be jeopardized by the 
delay incident to sending the case to the Collector for preparation of an 
assessment list, the case is sent directly-to the Washington office of the Bureau 
for assessment. 


IV. THe WASHINGTON OFFICE OF THE BUREAU 


The operations of the Washington office of the Bureau with relation to 
the assessment process have been in a state of change for the past year or 
more. Bureau officials have been aware for some time that many of the 
assessment procedures employed both in the field (1.e., the Collectors’ and 
Revenue Agents’ offices) and in the Washington office are the result of his- 
torical accident, or accretion, or both. Accordingly, they have been, and are 
now, engaged in studying the problem of how to change existing procedures 
so that they will conform to modern concepts and practices. 

The primary assessment functions of the office are threefold: (1) acting 
as a clearing house for “Bureau” returns which have been received from the 
Collectors ; (2) certifying assessment lists, either original or supplemental,'”’ 
and over-assessments ; (3) post-reviewing cases which have been examined 
by the Revenue Agents. 

1. Clearing House Functions. In this phase of its activities, the functions 
of the Washington office have changed as a result of the decentralization 
program. Whereas prior to January 1, 1949, all “Bureau” returns were sent 
by the Collectors to the Washington office for preliminary processing before 
being forwarded to the Internal Revenue Agents for full audit and review, 
since that date only corporate returns are so routed.’** Individual returns 


116 Tn some divisions, delivery is made by a Deputy Collector. 

117 Deficiencies are assessed on supplemental lists. 

118 Certain other returns, from the individual 1040s, will be sent to the Washington 
office, but only for statistical and survey purposes. 
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on Form 1040 which were formerly sent to the Washington office, are, since 
January 1, 1949, retained in the Collector’s office and made available to the 
Revenue Agents for review and audit. 

Corporate returns upon their receipt by the Washington office are prelimi- 
narily divided according to the amount of income reported, for statistical and 
review purposes. Taxable returns showing an income of over $75,000 and non- 
taxable returns showing an income of over $125,000 are sent to the Statistical 
Division. All others are sent directly to the Audit Review Division."’® That 
Division surveys all returns and divides them into two categories—those 
which require field examination, and those which are to be accepted as filed. 
Two factors enter into the selection of returns for field audit: (1) the state 
and nature of the return; (2) the capacity of the field (i.c., the available 
manpower) to make examinations.’*° Returns selected for field audit are 
then forwarded to the appropriate Revenue Agents.*** 

2. Certification of Assessment Lists. Assessment lists, as described above, 
are of two kinds, the regular lists—relating to calendar year returns which 
are timely filed—and supplemental lists (monthly and weekly)—relating to 
returns filed on a fiscal year basis and to deficiency items. The greatest part 
of the certification activities of the Washington office relates to the regular 
lists.1* These lists are received at regular intervals from the Collectors.’** 
They are recorded by districts and blocks and the assessment certificate 
accompanying them is signed by the Commissioner and returned to the Col- 
lector so that he may proceed with collection of any unpaid balances. 

The processing of supplemental lists is essentially the same, except that 
part-paid Bureau returns are checked against the assessment list for accuracy. 

3. Post-Review. By far the most important part of the office’s functions 
is the post-audit or post-review of tax returns or claims for refunds *** which 
have already been examined in the Collectors’ or Revenue Agents’ offices. 


119 The returns which have been sent to the Statistical Division are forwarded to the 
Audit Review Division when they have served the purposes of the Statistical Division. 

120 This was the only statement obtained of the criteria employed in making the 
selection. 

121 The Audit Review Division makes a second review of returns which have been 
sent back by the Revenue Agents as not worthy of a full audit and may suggest that 
certain of the returns should be audited. In that event, the case is further investigated 
by the Agent, whose decision on the question whether to make a full audit is then accepted 
as final. 

122 Tn addition, the Washington office certifies certain deficiencies resulting from Agents’ 
audits, and handles all jeopardy assessments, preparing the Assessment List as well as 
certifying it. Except for the element of urgency, the processing of a jeopardy assessment 
is similar to the ordinary processing of a deficiency assessment by the Washington office, 
including the computation of interest. This procedure will undoubtedly be changed 
pursuant to the authority granted by I.R.C. §3647. 

123 Mim. 6091 sets forth a schedule of dates for the transmittal of regular lists to 
the Commissioner. This will probably be changed to conform with the regulations to be 
issued under I.R.C. §3647. 

124 This does not include the automatic refunds which are claimed on tax returns. 
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These cases may involve a deficiency,’** and over-assessment, or a combination 
of deficiency for one year and over-assessment for another, or they may be 
“no change” cases, i.e., cases in which an examination of the return and 
related information discloses that the return is correct as filed. The status 
of these cases when they reach the Washington office is as follows: (1) de- 
ficiency—interest has been computed, and the deficiency listed by the Col- 
lector ; 72° (2) over-assessment—the situation with regard to over-assessments 
is complicated by the many types of over-assessments: (a) Bureau or Agent’s 
return, filed before January 1, 1949, regardless of amount, to be processed 
in full; (b) Bureau or Agent’s return, filed after January 1, 1949, $1,000 
or less—certified by Collector ;*** (c) Bureau or Agent’s return, filed after 
January 1, 1949, more than $1,000, to be processed in full; (3) combination 
of deficiency and over-assessment—the status of these cases parallels that 
of the simple over-assessment, with the added factor that in these cases 
interest on the deficiency has not been computed, nor the deficiency listed. 

All cases received, whether from Collectors or Agents, after being recorded 
and their transfer to the Washington office noted, are sent to the Audit 
Review Division. In the case of the simple deficiency, the case receives a 
complete re-examination in this Division and if the Agent’s conclusions are 
approved, the case is sent to the Collector for filing. If the reviewer does 
not agree with the Revenue Agent’s conclusions, the case is returned to him 
for change.’** Should the disagreement be on a minor point, the Agent is 
sent an advisory letter for his future guidance, but no change is required. 

In the case of over-assessments, the examination of the case in the Audit 
Review Division is merely the first step in its processing. Where this has 
been completed, the case is sent to the Claims Control Clearing Division. 
This Division makes a second review of the case, looking particularly to see 
whether the claim was filed within the statutory period, whether the claim 
comes within the provisions of the Code, and whether the issues upon which 
over-assessment has been allowed, were presented in the claim. A certificate 
of over-assessment **® is then prepared upon which are noted any interest 
restrictions **° relating to the claims. 

From the Claims Control Clearing Division, the case is sent to the Interest 
and Scheduling Unit which lists it on a schedule of refunds. This Unit sends 





125 These are deficiencies to which the taxpayer has agreed by signing a Waiver, 
Form 870. 

126 The assessment may have been certified by the Commissioner before the case comes 
to the Washington office for post-audit and collection proceedings started. 

127 This procedure will probably be changed pursuant to the authority granted by 
amendment to I.R.C. §3770(a). 

128 Provision has been made for conferences between the Reviewer and the Revenue 
Agent in the event that the Agent does not agree with the proposed change. 

129 The statutory provisions involved are entered upon the General Accounting Office 
copy of the certificate. 

130 Mim. Coll. No. 6322 sets forth seven categories of cases to which interest restric- 
tions apply. These categories comprise about twenty-five per cent of the cases received. 
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copies of the Certificate of Over-Assessment and of the Refund Schedule 
to the Collector in whose district the case arose. The purpose of this step 
is to enable the Collector to note upon the back of the Certificate and upon 
the Schedule open items relating to the taxpayer to which the over-assessment 
should be applied. When the Certificate has been returned by the Collector, 
interest is computed on the over-assessment and entered upon the Certificate 
of Over-Assessment and upon the Refund Schedule. The Schedule is then 
sent to the Disbursing Officer for payment. 

If the case involves both deficiency and over-assessment (offset cases), the 
processing of the over-assessment varies little from that just described. The 
handling of the deficiency, however, is more complicated. [Like the simple 
deficiency or over-assessment, the case goes first to the Audit Review Division 
for examination of the Agent’s report. It is then sent to the Claims Control 
Clearing Division which processes the over-assessment to the point where 
the Certificate of Over-Assessment is prepared. From this Division the case 
is then sent to the Additional Assessments and Records Subsection which 
processes the deficiency part of the case. 

The Additional Assessments and Records Subsection makes a second review 
of the deficiency, noting specially the statutory provisions involved, and the 
status of the case with reference to the Statute of I.imitations. It then notes 
the amount of the principal and the interest factor (i.c., the time between the 
filing date of the return and the delivery of the Waiver, Form 874, to the 
Revenue Agent) and forwards the file to the Comptometer Unit which com- 
putes the interest. After entry of the data upon the return and record cards, 
the file is sent to the Listing Unit where the deficiency and interest are entered 
upon an Assessment List,’*t Form 23A, which is then certified and sent to 
the Collector’s office. 

After the Assessment List has been prepared, the Certificate of Over- 
Assessment is removed from the file and sent to the Interest and Scheduling 
Unit, from which point it is processed as are ordinary over-assessments, 1.¢., 
the Certificates of Over-Assessment and Refund Schedules are sent to the 
Collectors who note thereon any open tax liabilities of the taxpayer and 
return the documents ; interest is computed and refund checks are issued. 

One feature of the processing of over-assessments requires additional 
comment—this time relating to the functioning of the Collector’s office. After 
the Claims Control Clearing Division has completed its review of the claim 
and prepared the Certificate of Over-Assessment and the Refund Vouchers, 
those documents are sent to the Collector’s office so that entry may be made 
upon them of any open tax liabilities of the taxpayer. The Collector’s office 
in entering this information records merely the principal amount which has 
been assessed, but makes no reterence to any interest which may have 
accrued."*? As a result, the Certificate of Over-Assessment and the Refund 
Voucher are signed, and payment of the refund may be made before the 


131 The Assessment List is stamped to show that an over-assessment has been allowed. 
182 The taxpayer thereafter receives a bill for the interest which has accrued. 








516 TAX LAW REVIEW | Vol. 5: 


accrued interest has been paid by the tax,ayer. One reason given for pro- 
ceeding in this fashion is the need for speed in processing the case in the 
Washington office ; and assessing interest by the Collector at this point might 
cause delay. Another statement was to the effect that this is the way in which 
the office had always operated. 


V. Tue Processinc Division 


One of the least known divisions of the Bureau is the Processing Division 
which is presently located in Kansas City, Missouri. The primary function 
of this Division is to check up on the amount of prepayment credit claimed 
by the taxpayer in his return. In the performance of this function it carries 
out what is essentially a gigantic filing and matching operation.*** It receives 
from various sources some 140,000,000 information returns in six major 
categories.'** Four of these categories relate to credits in the form of taxes 
withheld for the account of, or credit payments made by, the taxpayer during 
the course of the tax year. In addition, it receives from the Collectors’ offices 
an Abstract Card, Form 7544,'*° for-each individual taxpayer who has filed 
a return. 

The various documents that have been received, regardless of their source, 
are first separated according to collection districts. They are then alphabetized 
by the taxpayer’s surname. In this process the first division is according to 
the initial letter of the surname, after which the division is by a “Prime Code” 
which subdivides each of the first divisions into 1000 parts of approximately 
equal size. There is then a further subdivision by the first initial of the given 
name, and such other subdividing as may be necessary. 

When this phase of the operation has been completed, the information 
returns which have been filed relating to the taxpayer are matched with the 
Abstract Cards which have been prepared in the Collectors’ offices. The 
matched sets are then classified into three groups: (1) the evens, where there 
is a difference of two dollars or less between the total of the credits shown 
on the information returns and the amount shown on the Abstract Card; 
(2) the undermatched, where the amount shown on the Abstract Card is more 
than the total on the information returns; (3) the overmatched, where the 
amount shown on the Abstract Card is less than the total on the information 


133 The Division also prepares the refund vouchers for automatic refunds for certain 
districts, discussed supra. This, however, is an extra burden which has been imposed 
upon the Division. 

184 These categories, and the number of returns filed in each (by millions) are: W-2a 
(Statement of Withholding), filed by employer—106; 1040ES (Declaration of Estimated 
Tax), filed by individual—10; 1124 (1040ES notices which had been paid), forwarded 
by Collector—10.5; 1099 (notices of rents, royalties, or dividends), filed by person 
making payment—11.5; 1007 (broker’s report of dividends received), filed by broker—3.5 ; 
1136 (excess credits to be applied on tax for following year), forwarded by Collector—1.5. 

135 The Abstract Card shows the taxpayer’s name and address, his account number, 
the last four digits of his Social Security number, and the total of prepayment credits 
claimed by him. 
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returns. The last two groups, together with any other information returns 
that may have been filed relating to the taxpayers in those groups, are then 
returned to the appropriate Collectors’ offices, where measures may be taken 
to determine the taxpayer’s correct liability in light of the information which 
has been received. 


VI. THe CoLLtection Process 


The collection process begins with the mailing of a bill to the taxpayer 
for the amount of unpaid tax liability shown on the taxpayer’s return. The 
basic process is the same whether the liability be on a W-2 (now 1040-A), 
a 1040, or an 1120. There are, however, some variations in the early phases 
between the W-2 (now 1040-A) on the one hand, and the 1040 or 1120 on 
the other. The main variation is that the W-2 bills, Form 19, are issued by 
the Listing and Bookkeeping Section prior to the certification of the Assess- 
ment List by the Commissioner,’** a copy of the bill being sent to the Billing 
and Warrants Section, whereas both the original and copy of bills relating 
to other types of returns are sent to the Billing and Warrants Section, which 
issues ‘*7 them only after the Commissioner’s certification of the Assessment 
List has been received. 

When bills are returned with full payment, the items are entered upon 
appropriate registers, the payment is then deposited, and the bills are sent 
to the Bookkeeping subsection for posting against the taxpayer’s account. 

If the bill has been returned with part-payment, the payment is processed, 
the amount of payment credited to the taxpayer’s account, and the bill sent 
to the Billing and Warrants Section. Upon receipt of the part-paid bill, that 
Section places a ‘““T-69” stamp upon the taxpayer’s account to indicate that 
a Temporary Warrant For Distraint 1** has been issued against the taxpayer. 
The T-69, upon which has been marked the part-payment, is then issued to 
the Field Division for collection by whatever means may be required. 

Thirty days after the bills *** have been issued, the Billing and Warrants 

186 This procedure will probably be changed pursuant to the authority granted by new 
section 3647. 

137 In addition to the routine issuance of bills and warrants, the Section performs cer- 
tain miscellaneous functions. Thus, if a taxpayer’s check is returned by his bank, the 
Section prepares a new bill on which interest is computed. Or, if a bill is returned by 
the post office, and the name and address correspond with the information on the return, 
the Section will attempt to locate the taxpayer by other means, issuing a warrant to a 
Field Deputy for that purpose if necessary. In this connection, it may be noted that if 
the amount of the bill is under $10, no further attempt is made to locate the taxpayer, 
and the item is marked off the books by a “Collector’s Claim for Uncollectible Taxes,” 
Form 53-B. 

188 The duplicate copy of the bill, Form 17-A, or Form 19, is used as a temporary 
warrant. When such warrants are issued they are stamped with an “interest bearing date,” 
the date when payment should have been made. 

189 The more important bills issued by the Billing and Warrants Section are the 
following; Form 17—Notice and demand on any kind of tax; Form 17-A—Notice and 
demand on 1040; Form 1123—Notice (without demand) on 1120. If ignored, a Form 17 
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Section checks the assessment books to see which bills have been paid. The 
duplicates of paid bills are then destroyed. If the assessment books do not 
disclose payment, the records of the Unclassified Section are examined with 
a view to correlating unidentified payments with the unpaid bills. Payments 
which can be correlated are transferred from the Unclassified Section to the 
appropriate account by means of transfer vouchers and recorded to the credit 
of the taxpayer’s account. If only part-payment has been made, such payment 
is likewise transferred to the appropriate account and the fact of part-pay- 
ments noted on the duplicate of the bill. As in the case of other part-pay- 
ments, the T-69 stamp is placed upon the account and the duplicate copy of 
the bill issued to the Field Division as a temporary warrant. If no evidence 
of payment can be found, a temporary warrant is likewise issued. 

The temporary warrant, T-69,'*° which is issued by the Billing and War- 
rants Section, is the first contact which the Field Deputy has with a delinquent 
account.’** Upon receipt of the T-69, and as soon as his work load permits, 
the Deputy sends a Notice and Demand to the taxpayer for the unpaid balance 
of his tax liability. The notice is sent on any balance over one dollar. The 
notice, usually in the form of a letter; is very polite, suggesting that the tax- 
payer’s payment might not have been properly credited to his account. It 
asks the taxpayer to present proof of payment—or to pay. If the taxpayer 
ignores the first notice, a second, identical with the first, is issued a week 
later. Should this be ignored, a third notice,’*? requesting the taxpayer to 
appear at the Collector’s office is issued. If the taxpayer persists in ignoring 
the notice, the Temporary Warrant is returned to the Billing and Warrants 
Section, and a “Warrant for Distraint,” Form 69, is requested.*** The warrant 
as first issued bears a facsimile signature of the Collector, a signed warrant 
being issued only if court proceedings should, prove necessary. With this 
warrant the Deputy proceeds to enforce collection of the tax. 

If payment in full is received by the Deputy, the remittance and the war- 
rant, or a voucher, are sent to the Cashier’s Division for processing. If only 
part-payment is received, the payment is sent to the Cashier for processing. 
The Deputy, however, retains the warrant until the entire tax liability has 
been paid. 

The Internal Revenue Code confers upon the Collectors more or less 
absolute powers in the collection of taxes from recalcitrant taxpayers. Start- 
ing with the imposition of a lien upon all real and personal property of the 


is issued; Form 7658—Notice and demand on 1040 for prior year, issued after deficiency 
assessment has been made. 

140 The term “temporary warrant” is frowned upon by some offices, although the 
device is used. Other offices, which do not use the device, upon being informed of it, 
seemed to be impressed with its possibilities. 

141 In many districts, the Field Deputy, in addition to his collection duties, also operates 
as a Field Auditor. 

142Tn some offices, only one notice is issued, after which a Warrant for Distraint is 
issued, 

143 A warrant is requested only if the balance is over $5.00. 
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taxpayer,’** which arises at the time the assessment list is received by the 
Collector,**® all that is required of the Collector to protect the lien is to file 
notice thereof in the appropriate state office, or, if there he no state office, 
with the clerk of the United States District Court."° Thereafter, if necessary, 
he may institute a civil action to foreclose the lien,” joining all parties in- 
terested in the property. 

The Collector may, however, proceed more directly by issuing a Warrant 
for Distraint,*** and then levy upon the taxpayer’s personal property,*® with 
certain exceptions, and sell the same.**° The proceeding under the warrant 
is quite simple—a copy of the warrant is served upon the taxpayer or the 
person in possession of his property, the property is seized, notice of the 
seizure and sale is published in a newspaper or posted in a public place, and 
the sale is held not less than ten nor more than twenty days after publication.’ 
Should the taxpayer’s personal property be insufficient to satisfy the tax 
liability, the Collector may then proceed against his realty,’®* following pro- 
cedures similar to those employed in the case of personalty. 

The duty is imposed upon persons in possession of property subject to 
distraint to surrender it, upon penalty of being held personally liable for the 
value of the property or the amount of tax, whichever is lower.'** 

Although the Collectors have the broad powers above described to enforce 
the collection of taxes, there is comparatively little occasion to invoke them. 
Whether this results from a policy of maintaining friendly relations with 
taxpayers as an effective means of tax enforcement, or from the mere presence 
of the powers making unnecessary their use, cannot be stated. However, on 
the occasions when the statutory sanctions are employed, all the requirements 
of the Code are carefully observed. 

The “Warrant For Distraint,” Form 69, is the basic document upon which 
the Field Deputies proceed. Form 69 is used primarily in connection with 
personal property of a taxpayer, or against his wages. In either case, the 
warrant is served, together with a “Notice of Levy,” Form 668A, upon the 
taxpayer and upon whoever has possession of the property, or upon his 
employer. In the case of personal property, there is an actual physical seizure 
of the property, which may thereafter be sold at public auction. In the case 
of wages, the employer is directed to turn over the full amount of wages 
that have accrued to the taxpayer’s credit.’** In operation, it has been found 


144. R.C. §3670. 

1457. R.C. §3671. 

146]. R.C. §3672(a). 
147]. R.C. §3678. 
148 T.R.C. §3690. 

1497 R.C. §3692. 

150]. R.C. §3690. 

151 T.R.C. §3693. 
1527. R.C. §3700. 

1537. R.C. §3701(b). 
154 In this connection, it may be noted that the levy upon wages, unlike a garnishee 
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that service of the notice of levy usually produces salutary results, with the 
taxpayer making proposals for liquidation of the tax liability. 

To proceed against real property, intangibles, or property not in the 
possession of the taxpayer, the Collector uses a “Notice of Lien,” Form 668, 
or a “Notice of Levy,” Form 668-A. These documents, when required, are 
prepared by the Field Deputy and submitted to the Collector for his signature 
and the affixing of his seal. The notice is then filed as needed, the Notice of 
Lien being filed with the county clerk **° of the county where the property 
is located and the Notice of Levy being served upon the person having pos- 
session of the taxpayer’s property. In each instance, a copy of the Warrant 
for Distraint accompanies the Notice. 

In addition, if the property is rental-producing, the Collector may seize 
the rents by virtue of his Warrant For Distraint. In doing so, he first serves 
a Notice of Levy upon the tenants in the property. 

If it is found necessary to sell seized property, whether real or personal, 
notice of the sale is posted in the local post offices and advertised in the local 
newspapers, setting forth the time and place of sale.**° The actual sale is by 
public auction, with one of the Field Deputies acting as auctioneer, although 
the Collector may be authorized, if circumstances require, to engage a profes- 
sional auctioneer. All sales are for cash. Although personal property has 
frequently been sold, there appear to have been no sales of realty, in the 
Third New York District in the past twenty years.**" 

It frequently becomes necessary to discover whether the taxpayer owns 
other property. The usual practice in such cases is to summon the taxpayer, 
or other persons familiar with his affairs, to appear in the Collector’s office 
and to produce records of, or relating to, the taxpayer and his property. 
Although the Collector’s Summons, Form 134, usually is heeded by the 
persons upon whom it is served, it is on occasion disregarded. When this 
happens the United States District Attorney is requested to apply to the 
District Court for an order compelling compliance with the Summons. Upon 
failure to comply with the court order, contempt proceedings may be instituted. 

The policy of the Collector’s offices with regard to extensions of time to 
pay is very liberal. The theory behind this is that it is better not to press the 
taxpayer if giving him extra time will enable him to pay. As a general rule, 
however, before an extension of time is granted, the taxpayer is required 
to submit a “Statement of Financial Condition,” Form 443B. When this 
has been done, the Deputy prepares an “Application to Place Warrant in 
Partial Payment Status” which is signed by the Deputy and the taxpayer. 


execution, is not limited to a percentage of earnings, but attaches to the full amount 
earned. 

155 If circumstances warrant, ¢.g., if there is danger that the taxpayer may become 
bankrupt, the Notice of Lien is also filed with the clerk of the United States District 
Court. 

156 Although this is standard practice, the details vary from district to district. 

187 Similar information, varying in degree, was obtained in other districts. 





645 -— mee mes nae fk he eer 


> -—> me me 





1950] ROUND TABLE ON COLLECTION PROCEDURES 521 


The approval of the Chief Field Deputy is required before the- extension 
becomes effective. The jurisdiction of the Field Deputy and of the Chief Field 
Deputy varies from district to district, and is usually limited to comparatively 
small amounts of tax and to extensions of less than six months. In most 
districts if large amounts, or longer periods of time, are involved, the approval 
of the Collector must be obtained before the extension will be granted. 

In cases where a taxpayer has requested a long-term settlement of his 
liability, the usual arrangement is to hold this in abeyance and to grant a short 
interim extension. At the end of the first extension, the taxpayer is required 
to file a new statement of his condition, after which the case is reexamined 
and a further extension considered. 

If the taxpayer is unable to pay the tax liability, he may make an “Offer 
in Compromise” on Form 656. This offer must be accompanied by a State- 
ment of Financial Condition. If the amount of tax involved is under $1000, 
the Collector investigates the case and makes his recommendation relative 
thereto to the Bureau. If the amount of tax is over $1000, the case is referred 
to the Internal Revenue Agent in the district for investigation and further 
processing. A limitation upon offers in compromise is that the amount offered 
may not be less than five dollars. 

Should it prove impossible to collect the tax, the Deputy prepares a “Col- 
lector’s Claim for Uncollectible Taxes,” Form 53. On the back of the Form 
53, the Deputy states why the tax is uncollectible. He signs and swears to 
this statement. The Form 53 is then submitted to the Collector, and after 
signature by him is forwarded to the Bureau for appropriate action. At the 
same time the Assessment Book is annotated to show the action taken. 

Because of the pressure of work, it occasionally happens that there is 
danger of the running of the Statute of Limitations on the collection of the 
tax of a particular taxpayer. In this situation the Deputy attempts to obtain 
from the taxpayer a “Tax Collection Waiver,” Form 900. Should the tax- 
payer refuse to sign the waiver, the case is referred to the United States 
District Attorney to reduce the assessment to judgment. 

It has been the observation of your staff that the personnel of the Bureau, 
both in Washington and in the Field is conscientious and hardworking. 
However, both in Washington and in the Field, the existing personnel is 
hampered by two great obstacles: (1) an insufficiency of manpower; (2) the 
use of old and inefficient mechanical devices. Over neither of these factors 
does the present personnel seem to have much control because of the lack 
of sufficient funds to remedy either condition. However, there is a great 
awareness within the Bureau of the need for improvement, and studies are 
presently being conducted with a view towards a greater efficiency of 
operation. 

Throughout, your staff was received with the greatest courtesy and was 
accorded the utmost cooperation by all members of the Bureau who were 
interviewel. We should like to take this opportunity to thank the following 
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people and their staffs for their generous help, without which it would have 
been impossible to make the survey: 


W. A. Gallahan, of the Management Staff, of the Washington Office 
of the Bureau. 

James W. Johnson, Collector, Third New York District. 

Joseph P. Marcelle, Collector, First New York District. 

Ralph Nicholas, Collector, Denver, Colorado. 

William J. Korth, Collector, Salt Lake City, Utah. 

Frank G. Clark, Collector, Cheyenne, Wyoming. 

Thomas M. Carey, Collector, Cleveland, Ohio. 

C. R. Krigbaum, Internal Revenue Agent in Charge, Second New York 
District. 

sert E. Helvern, Internal Revenue Agent in Charge, Denver, Colorado. 

John E. Greene, Internal Revenue Agent in Charge, Salt Lake City, Utah. 

R. C. Cake, Internal Revenue Agent in Charge, Cleveland, Ohio. 

I. H. Campbell, Head, Processing Division, Kansas City, Missouri. 


The undersigned wishes specially to acknowledge the assistance of Lea H. 


Spring, both in the work of investigation and in the preparation of this report. 
The report is respectfully submitted. 


—HeEnry S. SELLIN, 
Director of Research 
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Transfers Of Earnings And Deficits In 
Tax-Free Reorganizations: The 
Sansome-Phipps Rule 


RALPH S. RICE 


5 Pe decision of the United States Supreme Court in Commissioner v. 
Phipps * furnishes another (but certainly not the final) chapter in the de- 
velopment of the Sansome rule—an area of federal income tax law that has 
long furnished an occasion for contest between the ingenuity of taxpayers 
and the resourcefulness of courts in protecting the public revenue. The fol- 
lowing discussion is directed to an analysis of the Sansome doctrine, a 
critique of the extension of the rule in the Phipps case, and a review of 
some of the developments which may result from the Phipps decision. 

A primary device for minimizing federal income taxes arising from 
the ownership of corporate stock has been to avoid the distribution of 
corporation profits by means of dividends. Receipt of dividends is taxed 
to the recipient as ordinary income under section 22(a) of the Internal 
Revenue Code.? But where a corporation is liquidated in whole or in 
part, or otherwise makes a complete or partial return of capital to the 
stockholder, ultimate gain on the transaction is taxed at capital gain rates, 
which may be considerably less than gain on an ordinary income basis.* 


Racpu S. Rice is Professor of Law, University of Cincinnati College of Law. He was 
formerly Tax Officer of the Navy Department and Assistant Attorney General of South 


Dakota. 
The author gratefully acknowledges the assistance of Wesley Gilmer, third year 
student and research assistant to the faculty at Cincinnati College of Law. 


1336 U.S. 410 (1949), noted in 44 Itt. L. Rev. 379 (1949). 
21.R.C. §22: 


“Gross Income. £. : ; a 
“(a) General Definition—‘Gross income’ includes . . . dividends. . . .” 


3 T.R.C. §115: 
“Distributions by Corporations. 

“(c) Distributions in Liquidation—Amounts distributed in complete liquidation 
of a corporation shall be treated as in full payment in exchange for the stock, and 
amounts distributed in partial liquidation of a corporation shall be treated as in part 
or full payment in exchange for the stock. The gain or loss to the distributee result- 
ing from such exchange shall be determined under section 111, but shall be recog- 
nized only to the extent provided in section 112. In the case of amounts distributed 
(whether before January 1, 1939, or on or after such date) in partial liquidation 
(other than a distribution to which the provisions of subsection (h) of this section 
are applicable) the part of such distribution which is properly chargeable to capital 
account shall not be considered a distribution of earnings or profits. . . . 

“(d) Other Distributions from Capital—If any distribution made by a corporation 
to its shareholders is not out of increase in value of property accrued before March 1, 
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Tax avoidance in this area is limited at least in part by the statutory 
provision that every distribution of a corporation is deemed to be a divi- 
dend to the extent that the corporation had “earnings and profits.” * 
Where a corporation without “earnings and profits” makes a distribution, 
its shareholders get return of capital, not a dividend, and the distribution 
is tax-free.® If the corporation has “earnings and profits,” the distribu- 
tion is a dividend and is taxed as ordinary income to the distributee. 

It is accordingly desirable, especially in the case of a closely-held cor- 
poration, to exclude corporate assets from classification as “earnings and 
profits” so far as this may be possible under the Internal Revenue Code. 
One way in which taxpayers have been attempting to reduce these earn- 
ings and profits, is through the medium of reorganizations and liquida- 
tions which change the corporate entity or affect its financial structure. 
Within certain limitations, no tax liability attaches to the reorganizations 
and liquidations as such under the provisions of section 112(b) of the 
Code.° P 


1913, and is not a dividend, then the amount of such distribution shall be applied 
against and reduce the adjusted basis of the stock provided in section 113, and if in 
excess of such basis, such excess shall be taxable in the same manner as a gain from 
the sale or exchange of property. This subsection shall not apply to a distribution in 
partial or complete liquidation or to a distribution which, under subsection (f) (1), is 
not treated as a dividend, whether or not otherwise a dividend.” 


4T.R.C. §115: 
“Distributions by Corporations. 

“(a) Definition of Dividend.—The term ‘dividend’ when used in this chapter . . 
means any distribution made by a corporation to its shareholders, whether in money 
or in other property, (1) out of its earnings or profits accumulated after February 
28, 1913, or (2) out of the earnings or profits of the taxable year (computed as of 
the close of the taxable year without diminution By reason of any distributions made 
during the taxable year), without regard to the amount of the earnings and profits 
at the time the distribution was made. . . . 

“(b) Source of Distributions—For the purposes of this chapter every distribu- 
tion is made out of earnings or profits to the extent thereof, and from the most 
recently accumulated earnings or profits. Any earnings or profits accumulated, or 
increase in value of property accrued, before March 1, 1913, may be distributed 
exempt from tax, after the earnings and profits accumulated after February 28, 1913, 
have been distributed, but any such tax-free distribution shall be applied against and 
reduce the adjusted basis of the stock provided in section 113. The preceding sentence 
shall not apply to a distribution which is a dividend within the meaning of the 
last sentence of subsection (a).” 

5T.R.C. §115(d), quoted in note 3 supra. It should be noted that while the distribution 
is tax-free when it is made, it serves to reduce the stockholder’s basis. This will be 
reflected in increased gain or decreased loss to the stockholder upon ultimate disposition 
of the stock. 
®T.R.C, §112: 
“Recognition of Gain or Loss. 

“(a) General Rule—Upon the sale or exchange of property the entire amount of 
the gain or loss, determined under section 111, shall be recognized, except as herein- 
after provided in this section. 

“(b) Exchanges Solely in Kind. 

“(3) Stock for Stock on Reorganization—No gain or loss shall be recognized 
if stock or securities in a corporation a party to a reorganization are, in pursuance 
of the plan of reorganization, exchanged solely for stock or securities in such 
corporation or in another corporation a party to the reorganization. 

“(4) Gain of Corporation—No gain or loss shall be recognized if a corporation 
a party to a reorganization exchanges property, in pursuance of the plan of 
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The first decision respecting an attempt by a taxpayer to transform 
earnings into capital through a reorganization, involved circumstances 
noteworthy for their crudity even in an era which lacked current sophisti- 
cation in attempted tax avoidance. In Commissioner v. Sansome,’ A Cor- 
poration had a large earned surplus. It transferred all its assets to B Cor- 
poration in a tax-free reorganization.* In return for the assets, B 
Corporation issued all of its stock to the stockholders of A Corporation, 
proportionately to their holdings in the latter. Later B Corporation made 
a distribution to shareholders (including the taxpayer) though it had made 
no profits. The taxpayer claimed that B Corporation received no “earn- 
ings and profits” as such from A Corporation, but received only assets 
which under proper accounting practice should be treated as capital by 
B Corporation. He claimed also that section 201 of the Revenue Act of 
1921 ° included as dividends only earnings of the distributing corpora- 
tion, and that B Corporation, which made the distribution, had no such 
earnings. Hence, he claimed, the distribution was not taxable as a 
dividend. 

The Court held that the accumulated earnings and profits of A Corpora- 
tion retained their character as such for tax purposes in the hands of B 
Corporation, and the distribution constituted a taxable dividend to its 
stockholders.*® The result reached could unquestionably be justified under 
the so-called business purpose doctrine as set out in the Gregory, Smith, 
and Bazley cases.** The rationale in Sansome, however, was otherwise 
expressed. Judge Learned Hand concluded that the reorganization sec- 
tions should be read as a gloss on the portions of the statute relating to 
dividends and that a tax-free reorganization “does not toll the company’s 
life as a continued venture . . . and that what were ‘earnings or profits’ 


reorganization, solely for stock or securities in another corporation a party to the 
reorganization. 

“(6) Property Received by Corporation on Complete Liquidation of Another.— 
No gain or loss shall be recognized upon the receipt by a corporation of property 
distributed in complete liquidation of another corporation. . 

760 F.2d 931 (C.C.A.2d 1932), cert. denied, 287 U.S. 667 (1932). 

8 Under Sec. 202(c) (2) of the Revenue Act of 1921, which was a forerunner of the 
current provisions of I.R.C. §112(b) (4). For an excellent discussion of the development 
of these provisions in the internal revenue statutes, see PauL, Reorganization in STUDIES 
IN FEDERAL TAXATION 3-166 (3d ed. 1940). 

® This section defined a dividend (as does I.R.C. §115(a), which is its later counter- 
part and is quoted in note 4 supra) as any distribution made by a corporation out of its 
earnings and profits. 

10 The foregoing is paraphrased from the description of the case in the Supreme Court 
decision in the Phipps case, at 411. 

11 Gregory v. Helvering, 293 U.S. 465 (1935) ; Higgins v. Smith, 308 U.S. 473 (1940) ; 
Bazley v. Comm’r, 331 U.S. 737 (1947). For excellent recent discussions of the doctrine, 
see Lourie, The Business Purpose Doctrine, 25 Taxes 800 (1947) ; and Spear, Corporate 
Business Purpose in Reorganization, 3 Tax L. Rev. 225 (1947). 
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of the original, or subsidiary, company remain for purposes of distribu- 
tion, ‘earnings or profits’ of the successor, or parent, in liquidation.” * 
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THE DEVELOPMENT OF THE RULE 


Today, at least, few would condemn the action of the Court in striking 
down a device so patently designed for tax avoidance. The decision 
is the more likely to be applauded since the Court was careful to empha- 
size that the decision did not imply that the public revenue should be 
protected by a casual looking “through form into substance,” ** a procedure 
described as an anodyne for the pains of reasoning. Notwithstanding the 
caveat, the case has frequently been cited to support decisions uncon- 
nected with the transference of earnings and profits in reorganization 
cases, in many of which tax avoidance appeared to be a principal issue.** 

As might have been expected, tax lawyers explored the potentialities of 
the Sansome doctrine with a curiosity not altogether academic. In 1933 
the Court of Appeals for the Ninth Circuit considered United States v. 
Kauffmann, which presented the Sansome type of case with the additional 
refinement that the new company engaged in somewhat more elaborate 
bookkeeping entries under which a portion of the earnings taken from the 
old company was credited by the new company against capital stock and 
the remainder was carried as paid-in surplus. Notwithstanding this addi- 
tional window dressing, the Court concluded that the case was governed 
by Sansome.*® The same conclusion was reached in Murchison’s Estate v. 


12 60 F.2d 931, 933 (C.C.A.2d 1932). In Coudon v. Tait, 61 F.2d 904 (C.C.A.4th 1932) 
it was held that the respective earnings and profits of two merged corporations carried 
through the merger so as to constitute a subsequent distribution a dividend. The case 
was decided shortly after Sansome, which was not cited in the opinion. There was little 
discussion; the Court concluded merely that since a distribution prior to the tax-free 
merger would have been a dividend, a distribution thereafter should be similarly treated. 

13 60 F.2d 931, 933 (C.C.A.2d 1932), cert. denied, 287 U.S. 667 (1932). 

14 See, for example, Bass v. Comm’r, 129 F.2d 300 (C.C.A.1st 1942) (presumption 
that every distribution is made from earnings and profits); Ayer v. Comm’r, 100 F.2d 
850 (C.C.A.1st 1939) (effect of obtaining new charter upon status of old corporation) ; 
Mendham Corporation, 9 T.C. 320 (1947) (question of basis for computing gain on 
realty acquired by a tax-free exchange); Stanton Corporation, 44 B.T.A. 56 (1941), 
aff'd, 138 F.2d 512 (C.C.A.2d 1943) (analysis of claimed accumulation of profits beyond the 
reasonable needs of the taxpayer’s business) ; Bessie B. Hopkinson, 42 B.T.A. 580 (1940) 
(effect of assignment of rights under contract respecting patents); John C. Hermann, 
27 B.T.A. 409 (1932) (deductibility of payments in discharge of indebtedness). See 
also Wheeler, Exec. v. Comm’r, 324 U.S. 542 (1945), where gains or losses on tax-free 
reorganization were held not to affect earnings and profits of transferee corporation. 

1862 F.2d 1045 (C.C.A.9th 1933). 

16 Tt has since been made abundantly clear that mere book entries or transactions with 
stockholders in the nature of recapitalizations will not avoid the application of the Sansome 
rule. See Robinette v. Comm’r, 148 F.2d 513 (C.C.A.9th 1945); Estate of McClintic, 
47 B.T.A. 188 (1942) ; A. E. Levit, 43 B.T.A. 1077 (1941) ; August Horrmann, 34 B.T.A. 
1178 (1936). : 
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Commissioner," decided in the Fifth Circuit, where a corporation having 
earnings and profits merged with two other corporations and the earnings 
were allocated between them. 

The doctrine was thereafter applied in cases involving liquidation of a 
subsidiary by a parent corporation ** and in cases involving split-offs of 
corporations during merger.*® In the latter case the earnings and profits 
of the merging corporation were assigned to the new corporation in the 
same proportion that the assets of the old corporation were transferred 
to the new.” In one case this conclusion was reached notwithstanding an 
agreement that only real property was to be transferred to the new cor- 
poration, and it was claimed that such property could not represent earn- 
ings of the old corporation.” The rule was also applied in a case where, 
after a tax-free reorganization, the new corporation sought to make a 
distribution in partial liquidation under the provisions of section 201 (a) 
(b) of the Revenue Act of 1926.” 

Equally futile were attempts to limit the application of the doctrine to 
cases where the new corporation was in substance a continuation of the 
old. The Board of Tax Appeals rejected this limitation in 1934, holding 
the doctrine applicable to the merger of three corporations.** A more 
penetrating attack was later made in Campbell v. United States,”* in which 
it was claimed that where a substantial amount of new capital was brought 
into the new company as a part of the merger, there was no “continued 
venture” under the Sansome rule. This view was adopted by the Court 
of Appeals for the Third Circuit but was rejected by the United States 
Supreme Court in Commissioner v. Munter,?® which arose on substan- 
tially similar facts. 

1776 F.2d 641 (C.C.A.5th 1935). 

18 See, for example, Robinette v. Comm’r, 148 F.2d 513 (C.C.A.9th 1945) ; Cranson v. 
United States, 146 F.2d 871 (C.C.A.9th 1945) ; Helvering v. Credit Alliance Corporation, 
122 F.2d 361 (C.C.A.4th 1941), aff’d, 316 U.S. 107 (1942). 

19 Barnes v. United States, 22 F. Supp. 282 (E.D. Pa. 1938); Stella K. Mandel, 
5 T.C. 684 (1945) ; Estate of McClintic, 47 B.T.A. 188 (1942). 

20 [bid. 

21 Stella K. Mandel, 5 T.C. 684 (1945). 

22 Baker v. Comm’r, 80 F.2d 813 (C.C.A.2d 1936), followed in Corrigan v. Comm’r, 
103 F.2d 1010 (C.C.A.3d 1939) and Cable v. Comm’r, 102 F.2d 977 (C.C.A.2d 1939). 

23 Helen Crocker, 29 B.T.A. 773 (1934). 

24144 F.2d 177, 180 (C.C.A.3d 1944): “The identity of proprietary interest which 
existed in the Sansome case and motivated the court to disregard the corporate entities 
and treat the earnings of the predecessor corporation as though they. were earnings of 
the successor corporation is . . . completely lacking [because one stockholder paid cash 
for her shares in the new corporation] ... for this reason alone the doctrine of the 
Sansome case, which by judicial construction operates to transfer earnings from the 
corporation which owned them to its successor . . . is inapplicable.” 

25 331 U.S. 210, 215, 216 (1947). The Court said: “But if the predecessor’s earnings 
and profits are not distributed in the course of the reorganization, they do not disappear 
simply because the successor corporation had some assets and owners in addition to those 
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While there had been considerable previous exploration of the Sansome 
rule in the lower courts, the Munter case involved the first examination 
of that doctrine by the United States Supreme Court. There was no 
mistaking the significance of the expansion of the rule. In a unanimous 
decision, it was held that: 


The congressional purpose to tax all stockholders who receive distributions 
of corporate earnings and profits cannot be frustrated by any reorganization 
which leaves earnings and profits undistributed in whole or in part . 
insofar as payments to the predecessor corporations or their stockholders do 
not actually represent taxable distributions of earnings and profits, those 
earnings and profits must be deemed to have become available for taxable 
distribution by the successor corporation.*® 


In short, subject to the following limitations, it is now clear that in every 
type of reorganization which is tax-free under section 112(b), earnings 
and profits of the old corporation or corporations are carried over to the 
new corporation or corporations.” 

Limitations of the doctrine have been few. There is no reason to believe 
that the rule applies to carry-over earnings and profits of an individual 


of the old corporation or corporations.” This conclusion was presaged by the decisions 
in Putnam vy. United States, 149 F.2d 721 (C.C.A.1st 1945); Samuel L. Slover, 6 T.C. 
884 (1946); and Stella K. Mandel, 5 T.C. 684 (1945). Some intimation of this result 
was made as early as 1934 in Helen Crocker, 29 B.T.A. 773 (1934). 

26 331 U.S. 210, 216 (1947). The decision is discussed in Note, The Effect of Tax 
Free Reorganizations on Subsequent Corporate Distributions, 48 Cor. L. Rev. 281 (1948). 

27 Reg. 111, Sec. 29.115-11 states the position of the Commissioner in the following 
terms: 


“Effect on earnings or profits of certain tax-free exchanges and tax-free distributions.— 
If, under the law applicable to the year in which any transfer or exchange of property after 
February 28, 1913, was made (including transfers in connection with a reorganization 
ora complete liquidation under section 112(b) (6) and yrorte=sarsd transfers of prop- 
erty during a period of affiliation), gain or loss was not recognized (or was recognized 
only to the extent of the property received other than that permitted by such law to be 
received without the recognition of gain), then proper adjustment and allocation of 
the earnings or profits of the transferor shall be made as between the transferor and 
transferee corporations. 

“If a transaction described in the preceding paragraph has occurred, there shall be 
included in the accumulated earnings and profits of the transferee corporation as of the 
day on which such transaction occurred the proportionate part of any earnings and profits 
of the transferor corporation accumulated as of such day and properly allocable to the 
transferee; and there shall be included in the current earnings and profits of the trans- 
feree for the taxable year of the transferee in which such transaction occurred the pro- 
portionate part of the earnings and profits of the transferor accumulated after the begin- 
ning of such taxable year and properly allocable to the transferee. The amount so included 
in the current earnings and profits of the transferee shall not exceed such proportionate 
part of the earnings and profits of the transferor accumulated as of the day on which 
such transaction occurred.” 

Several cases approving the rule concern certain subsections of I.R.C. §26 and §27, 
relating to corporation credits. These subsections are now repealed and the cases do not 
appear to be of sufficiently general interest at this time to warrant analysis. They include: 
Reed Drug Co. v. Comm’r, 130 F.2d 288 (C.C.A.6th 1942) ; Helvering v. Credit Alliance 
Corp., 122 F.2d 361 (C.C.A.4th 1941); Riverside Cement Co. v. Rogan, 59 F. Supp. 401 
(S.D. Cal. 1945); and National Sanitary Co., 6 T.C. 166 (1946). See also Georday 
Enterprises, Ltd. v. Comm’r, 126 F.2d 384 % C.C.A4th 1942). 
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in a tax-free transfer to a corporation,” or to carry such earnings over to 
a successor corporation which has no function except to collect the earn- 
ings (in the form of tax refund) and distribute them to the shareholders 
of the liquidated corporation.” And it should be kept in mind that the 
Sansome rule applies only to tax-free reorganizations and liquidations. 
Where such transactions are taxed, the rule has no application.*° Addi- 
tional limitations respecting the application of the rule to carry-over of 
deficits are discussed hereafter. 


THE Puipps DECISION 


In the Phipps case, the Supreme Court for the first time considered the 
effect of a deficit of a subsidiary upon the earnings of a parent conducting 
a tax-free liquidation. There the parent corporation liquidated five wholly- 
owned subsidiaries: one had limited earnings, and the other four had 
substantial deficits. These deficits exceeded the combined earnings of the 
other subsidiary and the parent. After liquidation the parent made a 
distribution. The recipients claimed that the distribution was a return 
of capital since the deficits of the subsidiaries serve to eliminate the earn- 
ings of the parent. The Commissioner claimed that the parent inherited 
the earnings but not the deficits of the subsidiaries. The Tax Court * 
and the Court of Appeals ** sustained the position of the taxpayer; the 
Supreme Court sustained the Commissioner in a unanimous decision.** 

The issue was plain. The Sansome rule had been applied to carry over 
the earnings and profits of a ‘subsidiary to the parent company following 
a tax-free liquidation of the subsidiary under section 112(b) (6) of the 
Internal Revenue Code. The Commissioner said the Sansome doctrine 
should not be applied to carry over a deficit in earnings. Any decision 


28 The Board held there was no carry-over in Ida I. McKinney, 32 B.T.A. 450 (1935), 
aff'd, 87 F.2d 811 (C.C.A.10th 1937). 

29 As held in Mente & Co., 29 B.T.A. 804 (1934). 

80 Samuel L. Slover, 6 T.C. 884 (1946). This view was approved by the Supreme Court 
in Comm’r v. Munter, 331 U.S. 210, 215 (1947), and the Phipps case. Sce also Reg. 111, 
Sec. 29.115-11. 

81 Margaret R. Phipps, 8 T.C. 190 (1947). 

32Comm’r v. Phipps, 167 F.2d 117 (C.C.A.10th 1948). The progress of the case 
through the courts was not without comment.. See Atlas, The Case of the Disappearing 
Earnings and Profits: Commissioner v. Phipps in Proceedings of NEw York UNIVERSITY 
SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1155 (1949); Note, Corporate 
Dividends and Distributions—Accumulated Deficits of Subsidiaries Dissolved in Tax- 
Free Reorganization Held to Reduce Parent Accumulated Profits in Computing Share- 
holder’s Tax on Dividends, 60 Harv. L. Rev. 826 (1947); Green, Recent Trends Under 
the Sansome Rule in Proceedings of NEw York UNIversity StxtH ANNUAL INSTITUTE 
oN FEDERAL TAXATION 338 (1948); Note, The Effect of Tax-Free Reorganizations on 
Subsequent Corporate Distributions, 48 Cor. L. Rev. 281 (1948). 

33 336 U.S. 410 (1948). 
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sustaining the Commissioner had to be predicated on a distinction between 
the carry-over of earnings and carry-over of deficits. There was no claim 
or evidence of a lack of business purpose ** at any stage in the purchase 
or operation of the subsidiaries. Nor was there any claim or evidence that 
the subsidiaries were liquidated in order to obtain a tax advantage for 
the stockholders of the parent. 

It did not prove easy to explain why earnings and profits should be 
carried over while deficits should not. The decision appears to be predi- 
cated on the basis that the stockholders of the parent would in all events 
realize the capital loss sustained through liquidation of the subsidiaries 
when the parent itself was liquidated; *° that the taxpayer in claiming 
a carry-over of the deficit attempted to obtain a tax advantage through 
the liquidation, since there was no other way he could use the deficit of 
the subsidiaries to reduce the earnings of the parent; ** and that the 
Sansome rule, grounded on the necessity of preventing tax evasion, had 
been interpreted (presumably by the courts) with explicit ratification of 
Congress, to mean that tax-free reorganizations should not disturb the 





34 Under the Gregory, Smith, and Basley cases, supra note 11. 

35 This appears to be the intendment of the following language at p. 419 of the decision: 
“If a subsidiary has a surplus in earnings and profits, the parent has a choice of two 
methods by which it may ‘realize’ this surplus. It may cause the subsidiary to declare a 
dividend, or it may liquidate its interest or part of its interest in the subsidiary. In the 
former case, the distribution would of course be taxable as ordinary income to the 
parent insofar as that distribution, plus the parent’s other income, represented net income 
to it. If the parent uses the second method, two alternatives again are available: the 
liquidation may take the form of a sale outright, or may be performed within the frame- 
work of the reorganization sections of the Internal Revenue Code or its predecessor 
acts. If the former, gain is of course realized, and is also recognized for tax purposes. 
We note in passing, in this connection, that such gain will correspond, if at all, only by 
coincidence with the amount of earnings and profits of the subsidiary. If the latter, 
Congress has determined that the gain shall not be recognized at that time, but that 
such recognition shall be deferred. If the subsidiary has a deficit in earnings and profits, 
the deficit may be ‘realized’ by the parent only by liquidation, and the same two alterna- 
tives are present as when the subsidiary has a surplus: sale, and reorganization within 
§112. Again, in the former case, loss is realized and also recognized. And in the case 
of a reorganization or liquidation in the framework of the Code, the recognition of loss 
is deferred by Congressional mandate to a later time.” 

36 See p. 420: “If the assets of the parent and subsidiary are combined via a tax-frec 
reorganization or liquidation, the effect of the Sansome rule is simply this: a distribution 
of assets that would have been taxable as dividends absent the reorganization or liquida- 
tion does not lose that character by virtue of the tax-free transaction. Respondent’s con- 
tention that the logic of the Sansome rule requires subtracting the deficit of the sub- 
sidiary from the earnings and profits of the parent as a corollary of carrying over the 
earnings and profits of the subsidiary has a superficial plausibility; but the plausibility 
disappears when it is noted that the taxpayer thus attempts to obtain an advantage tax- 
wise that would not be available absent the liquidation, since there is no way to ‘declare’ 
a deficit, and thus no method of loss realization open to the parent parallel to a declara- 
tion of dividends as a mode of realizing the profits of a subsidiary.” 
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status of earnings and profits otherwise available for distribution.’ On 
such a basis the decision seems unsupportable. 

There can be no question about the first two bases for the distinction. 
The taxpayer might, upon the liquidation of the parent, realize all or some 
portion of the loss occasioned by the deficits of the subsidiary. When 
and if such loss were realized it would be reflected at capital gain rates. 
The taxpayer sought to have the loss reflected so that he could receive an 
immediate tax-free distribution classed as a return of capital, instead of 
receiving a distribution classed as a dividend and subject to income taxa- 
tion at ordinary rates. It is no answer in this situation to say that the 
taxpayer is a fortiori wrong in claiming a loss under circumstances most 
favorable to him because he may in due course claim a loss under less 
favorable conditions. Indeed, it is not clear that the decision intended 
such an answer, and in any event there is no patriotic duty on the tax- 
payer to arrange his business affairs so as to pay the maximum amount 
of tax.** 

In essence, the argument of the Court is that Congress disapproved a 
carry-over of deficits. The Court thought that such disapproval had been 
manifested since Congress had ratified the conclusion of the Supreme 
Court that tax-free reorganizations should not disturb the status of earn- 
ing and profits otherwise available for distribution. This conclusion is 
crucial in the decision of the Court; the record does not appear to sustain 
it. References to the Sansome, Kauffmann, and Murchison cases in Con- 
gressional committee reports are not infrequent.*® However, those cases 
dealt with transfer of earnings, and the reports refer to legislation in 
which the transfer of earnings and profits was the primary problem. 


87 See p. 421: “Congress has expressed its purpose to tax all stockholders who receive 
distributions of earnings and profits. In order to facilitate simplification of corporate 
financial structures, it has further provided that certain intercorporate transactions shall 
be free of immediate tax consequences to the corporations. There has been judicially 
superimposed by the Sansome rule, with the subsequent explicit ratification of Congress, 
the doctrine that tax-free reorganizations shall not disturb the status of earnings and 
profits otherwise available for distribution. Nevada-California at the time of the 1937 
distribution to respondent had such earnings and profits. Since we believe that to allow 
deduction from these earnings of the deficits of its subsidiaries would be in effect to 
recognize losses the tax effects of which Congress has explicitly provided should be 
deferred, the judgment of the Court of Appeals is reversed.” 

88 “Anyone may arrange his affairs so that his taxes will be as low as possible; he is 
not bound to choose that pattern which will best pay the Treasury.” Helvering v. Gregory, 
69 F.2d 809, 810 (C.C.A.2d 1934), aff’d, 293 U.S. 465 (1935). For a comprehensive 
analysis of this and similar cases, see PAUL, Restatement of Tax Avoidance in STUDIES IN 
FEDERAL TAXATION 1-157 (1937). 

89 Sen. Rep. No. 2114, 76th Cong., 3d Sess. 25 (1940-2 Cum. Butt. 528, 546-547) ; Sxn. 
Rep. No, 2156, 74th Cong., 2d Sess. 19 (1939-1 Cum. Butt. 678, 690); H. R. Rep. No. 
2894, 76th Cong., 3d Sess. 41 (1940-2 Cum. Butt. 496, 526) ; H. R. Rep. No. 3002, 76th 
Cong., 3d Sess. 49 (1940-2 Cum. Butt. 548, 555). 
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There is no reference at all in the committee reports to the carry-over of 
deficits, and certainly there is no intimation that deficits were to be ex- 
cluded from the operation of the rule. Rather, it is abundantly clear that 
Congress contemplated that a deficit of at least one of the parties to a 
tax-free reorganization or liquidation should not be disregarded in a 
later computation of earnings and profits. The reports were all made 
following Harter v. Helvering,*° decided in 1936 by the same Court which 
decided Sansome. It was there decided that when a subsidiary had earn- 
ings available for distribution and was liquidated by a parent having a 
deficit, the deficit of the parent should be deducted from the earnings of 
the subsidiary to ascertain the post-liquidation earnings and profits of 
the parent available for distribution.** Thus, under the Harter case deficits 
had been charged against earnings for some time preceding the reported 
Congressional approval of the Sansome and other cases. Yet nowhere in 
the committee reports is there any indication of disapproval of the Harter 
decision, which would seem to be an integral part of any general concept 
which might loosely be described as the “Sansome rule.” 

This conclusion of the Court is dubious for yet another reason. The 
Phipps decision was specific in concluding that “There has been judicially 
superimposed by the Sansome rule, with the subsequent explicit ratifica- 
tion of Congress, the doctrine that tax free reorganizations shall not dis- 
turb the status of earnings and profits otherwise available for distribu- 
tion.” ** The legislative references to the Sansome case were made from 
1936 to 1940. At that time the Sansome and subsequent cases were far 
from holding that tax-free reorganizations should not disturb the status 
of earnings and profits available for distribution. Not only did they affect 
earnings and profits of a subsidiary absorbed by a parent (under the 
Harter rule), but, until the Munter case in 1947, editorial comment and 
the decisions of the courts indicated that the Sansome doctrine was sharply 
limited to cases where a continued venture was established.** It thus 
appears reasonably clear that there was no Congressional “explicit ratifi- 
cation” of the doctrine that tax-free reorganizations should not disturb 





4079 F.2d 12 (C.C.A.2d 1935). It should be noted also that in 1934 the Board of Tax 
Appeals had, in effect, set off a deficit of one subsidiary against earnings of another 
where their assets were transferred simultaneously. Helen Crocker, 29 B.T.A. 773 (1934). 
The opinion in the Phipps case does not refer to this holding. 

41 This interpretation of the case is the one given by the Supreme Court at page 417 
of the decision in the Phipps case. Compare that analysis of the Harter decision with 
Judge Huxman’s dissent to the Circuit Court decision in Phipps (167 F.2d 117, 121 
(C.C.A.10th 1948) ). 

42 336 U.S. 410, 421 (1949). 

43 See Green, Recent Trends under the Sansome Rule in Proceedings of Nzw York 
University StxtH ANNUAL INSTITUTE ON FEDERAL TAXATION 338 (1948) ; Campbell 
v. United States, 144 F.2d 177 (C.C.A.3d 1944). 
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the status of earnings and profits available for distribution, if indeed 
there was any explicit ratification of any portion of the Sansome doctrine 
not incorporated in the specific cases cited with approval in the Con- 
gressional reports. 

The Phipps decision could more readily be understood if the Harter 
decision had been overruled. On the contrary, that decision appeared to 
receive the approval of the Court, but its effect was limited to cases where 
the parent, rather than the subsidiary, had the pre-liquidation deficit. It 
now appears that in a tax-free liquidation under section 112(b) (6), a 
deficit of a parent reduces earnings and profits of a subsidiary but the 
deficit of a subsidiary does not reduce the earnings and profits of the 
parent. The reason assigned by the Court for this distinction is that the 
parent with a deficit has no “earnings and profits” until the deficit is 
erased, while the parent which has earnings and profits when the sub- 
sidiary is liquidated continues to have them notwithstanding liquidation 
of a subsidiary with a deficit.** 

It is true that in one case the parent, before liquidation of the sub- 
sidiary, has earnings and in the other case it has a deficit. To that extent 
there is a difference in the cases. But no reason is given by the Court, 
and the writer can see none, for making this distinction significant in 
determining the tax treatment of each transaction; the question in either 
case is whether a deficit may be set off against earnings. To assert that 
such a distinction exists is not to give a reason for it. Certainly it 
cannot be said that such a distinction is dictated by the fact that the Con- 
gress on several occasions referred to the Sansome, Murchison, and 
Kauffmann cases with approval.* 


44 The decision recites at p. 418: “The difference between the Harter situation and 
the problem before us may perhaps be clarified by comparing them taxwise if neither 
liquidation had occurred. Briefly stated, in the case of a distribution to a corporation 
with a deficit from either current or prior losses, the corporation receiving the distribu- 
tion has no taxable income or earnings or profits available for current distribution until 
current income exceeds current losses, and no accumulatéd earnings or profits until its 
actual deficit from prior losses is erased. See 1 Mertens, Law of Federal Income Taxa- 
tion §9.30, and cases cited therein, n. 44 et seq. In the instant situation, however, the 
parent did have accumulated earnings and profits available for distribution as dividends, 
absent the liquidation. Congressional intent to tax such earnings and profits on their 
distribution cannot be prevented by the fact of an intervening reorganization or 
liquidation.” 

45 Reference was made during the decision (p. 419) to the circumstance that the net 
loss of the parent from the operations of the subsidiary would not necessarily be equivalent 
to the deficit of the subsidiary. That is, the value of the subsidiary at liquidation, plus 
the amount of the deficit, would not necessarily equal the total investment of the parent 
in the corporation. This is obviously so. It does not, however, explain why the Phipps 
rule should differ from the Sansome rule (in which the earnings of the subsidiary are 
transferred to the parent), and it assuredly does not explain why it should differ from 
the Harter rule (where the deficit of the parent is subtracted from the earnings of the 
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Many will suspect that the Phipps decision is less likely to be explained 
by legislative comment on the Sansome case than by a judicial determina- 
tion to limit opportunities for tax avoidance. Certainly a corporation with 
carnings and profits should not be permitted to reduce them by a tax-free 
purchase and subsequent liquidation of a corporation with a deficit, unless 
the transaction had a business purpose. Here the parent had acquired 
the five subsidiaries at least as early as 1918,** so that tax evasion could 
hardly be demonstrated in the original acquisition of the subsidiaries. 
Moreover, there was at no time any claim or proof that tax avoidance 
motivated the liquidation. It is true that a parent-subsidiary corporation 
device was in operation here, and it may be that such devices do not 
kindle a universal enthusiasm. But it may be doubted whether the mere 
fact that a corporate device is used should impose tax consequences in 
the absence of explicit provisions in the statute. Actually, the parent and 
its stockholders here really lost the money, just as in Sansome the same 
stockholders really made the money. It seems reasonable to believe that 
this was the conviction of the Court of Appeals for the Second Circuit 
when it wrote the Harter decision into the Sansome rule; indubitably the 
Harter case gives effect to this conclusion whatever may have been the 
unexpressed reasons for the decision. 





UNSOLVED ProspLEMS UNDER THE SANSOME-PHIPPS RULE 


1. Is a New Test for Tax Avoidance Being Created? The most sig- 
nificant thing about the Phipps decision is not what was said, but what 
was done. Three things seem basic in the case. A business purpose in the 
transaction was manifest; there was, at the most, slight support for the 
view of the Court that the Congressional approval of the Sansome case 
required or even permitted the Commissioner to assess a deficiency under 
these circumstances ; and finally, sustaining the position of the taxpayer 
might lead to tax evasion wherein a corporation with earnings could elimi- 
nate them by purchasing and liquidating a subsidiary with a deficit. 

The potentialities for tax avoidance inherent in the case did not escape 
the attention of counsel for the taxpayer. He vigorously argued that 
where tax avoidance was the motive for liquidations similar to those in 
the Phipps case, the device might be frustrated under the so-called business 
purpose doctrine.*’ That argument is not mentioned in the opinion. On 
a reading of the entire case, this writer gains the impression that the 


subsidiary in ascertaining net earnings or deficit after liquidation of the subsidiary). In 
all three cases it is unlikely that the ultimate “earnings and profits” of the parent, for 
tax purposes, will reflect the actual gain or loss to the parent on the transaction. 

46 Brief for Petitioner, p. 31, citing Record, p. 13. 

47 Respondent’s Brief, p. 40. 
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Court is straining to impose a tax—notwithstanding that there was no 
claim of an intention to evade taxes here—because tax evasion might 
otherwise be made possible in other cases. Critical analysts of Supreme 
Court opinions in other cases may suggest that this is not the first time 
a decision has been so predicated. But the decision may well cause con- 
cern if considered as yet another step toward a practice—still unsanctified 
by judicial acknowledgment—toward statutory interpretation based on 
immediate expediency. 

2. Does the Sansome-Phipps Rule Apply to Split-Offs and Other 
Mergers? Section 112(b) (6) * of the Internal Revenue Code provides 
in substance that no gain or loss shall be recognized for tax purposes in 
a liquidation of a subsidiary by a parent. A similar result is prescribed 
in the case of certain mergers of corporations under section 112(b) (3) 
and section 112(b)(4), where the merger constitutes a reorganization. 
There is no reason to believe that the Phipps decision does not apply to 
tax-free mergers, as well as liquidations of a subsidiary, notwithstanding 
that the Harter and Phipps cases involved only liquidations. Indeed, the 
Phipps decision is expressed in terms of reorganizations, which would 
include mergers.*® The Sansome case itself related to a tax-free reorganiza- 
tion, and there appears to be neither a legal nor an equitable distinction 
in proper treatment of tax-free transactions under section 112(b), whether 
the transaction arises from mergers, other types of reorganizations, or 
liquidations. 

Another circumstance leads to the conclusion that the Phipps decision 
applies to mergers. A portion of the decision seems to be based on the 
circumstance that the liquidating corporation sought to obtain a tax 
advantage in carrying over a deficit which would not be available to it in 
the absence of the provisions of section 112(b). The same rationale 
would apply to mergers. In the absence of a reorganization, there would 
be no way in which the stockholders of the earning company could reduce 
its earnings by the amount of the deficit of the corporation absorbed. 
There would be no possibility of a carry-over of a deficit, for example, 
if an absorbing corporation simply raised cash through a general stock 
offering and used it to purchase the assets of the absorbed corporation. 
Hence, on this basis also, it must be considered that mergers fall within 
the scope of the Phipps doctrine. 

Application of that rule to mergers would lead to results at least as dubi- 
ous as that reached in the Phipps case itself. Assume that A Corporation, 
with earnings of $100,000, merges with B Corporation, which has a deficit 
of $100,000. They form C Corporation. But before C Corporation can 


48 Quoted in note 6 supra. 
49 See note 36 supra. 
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make a distribution classed as a return of capital, it must first distribute 
the $100,000 inherited earnings from A Corporation, no offset being 
permitted for the deficit of B Corporation. The same result presumably 
would be obtained in a split-off.°° 

Similarly, one corporation may merge with another by taking over its 
assets and issuing its stock therefor in a tax-free transaction under section 
112(b) (4). The earnings and profits of the corporation absorbed carry 
over to the absorbing corporation, but a deficit of the corporation absorbed 
presumably does not become available for reduction of the earnings of the 
absorbing company. On the other hand, it would appear that where a 
transferor with earnings is absorbed by a transferee with a deficit, the 
deficit of the absorbing company operates to decrease the inherited earn- 
ings of the transferee. This would result from the application of the 
Harter rule. 

Here again, while there should be no disagreement that tax avoidance 
through mergers made for the explicit purpose of cancelling earnings of 
a successful corporation should be frustrated, it may well be questioned 
whether the tax consequences of a merger for a business purpose should 
be determined by whether the absorbing corporation or the corporation 
absorbed had the deficit. 

3. How Will the Sansome-Phipps Rule Apply in Determining Equity 
Adjusted Capital for Excess Profits Tax Purposes? One of the areas in 
which the Sansome rule has assumed importance relates to computation of 
equity adjusted capital for excess profits tax purposes." Since the tax 
is levied with respect to “excess’’ profits, it is necessary to set a figure 
representing those normal profits to which the tax is not applicable. One 
way of establishing normal profits is to ascertain a proper rate of return 
on capital invested in the business. The larger the invested capital, the 
larger the sum of normal profits excluded from the imposition of excess 
profits taxes. Earnings and profits are included in the sum of equity in- 
vested capital.** However, where earnings are carried over from another 
corporation under the Sansome rule and section 112(b) to (e), those 





50 As to the application of the Sansome rule to split-offs, see note 19 supra. 

51 See, for example, Crossett Western Co. v. Comm’r, 155 F.2d 433 (C.C.A.3d 1946) 
and Taylor-Wharton Iron & Steel Co., 5 T.C. 768 (1945). 

527.R.C. §§710-714. 


53 T.R.C. §718: 
“Equity Invested Capital. 

“(a) Definition —The equity invested capital for any day of any taxable year shall 
be determined as of the beginning of such day and shall be the sum of the following 
amounts reduced as provided in subsection (b) . 

“(4) Earnings and profits at beginning of year —The accumulated earnings and 

profits at the beginning of such taxable year; ... . 
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earnings are deducted from the earnings of the transferee corporation.” 

On the other hand, there is no provision that deficits in earnings and 
profits reduce the equity invested capital of a corporation, except where 
one corporation transfers substantially all its property to another formed 
to acquire such property, under specific circumstances set forth by the 
statute. In this limited case, the deficit of the transferee corporation is 
added to equity invested capital of the transferor by section 718(a) (7). 


54T.R.C, §718: 

“Equity Invested Capital. 

“(b) Reduction in Equity Invested Capital—The amount by which the equity 
invested capital for any day shall be reduced as provided in subsection (a) shall be 
the sum of the following amounts... . 

“(3) Earnings and profits of another corporation. —The earnings and profits of 
another corporation which previously at any time were included in accumulated 
earnings and profits by reason of a transaction described in section 112(b) to (e), 
both inclusive, or in the corresponding provision of a prior revenue law, or by 
reason of the transfer by such other corporation to the taxpayer of property the 
basis of which in the hands of the taxpayer is or was determined with reference to 
its basis in the hands of such other corporation, or would have been so determined 
if the property had been other than money; and . 

557. RC. §718: 
“Equity Invested Capital. 

“(a) Definition—The equity invested capital for any day of any taxable year 
shall be determined as of the beginning of such day and shall be the sum of the 
following amounts reduced as provided in subsection (b). 

“(7) Deficit in earnings and profits of another corporation. —In the case of a 
transferee, as defined in subsection (c)(5), an amount, determined under such 
paragraph, equal to the portion of the deficit in earnings and profits of a transferor 
attributable to property received previously to such day. 

“(c) Rules for application of subsections (a) and (b).—For the purposes of 
subsections (a) and (b)— 

“(1) Distributions to shareholders.—The term ‘distribution’ means a distribution 
by a corporation to its shareholders, and the term ‘distribution in stock’ means a 
distribution by a corporation in its stock or rights to acquire its stock. To the extent 
that a distribution in stock is not considered a distribution of earnings and profits it 
shall not be considered a distribution. A distribution in stock shall not be regarded 
as neesy or property paid in for stock, or as paid-in surplus, or as a contribution 
to G ital. 

(5) Deficit in earnings and profits—Earnings and profits of transferor and 
transferee.—If a corporation (hereinafter called ‘transferor’) transfers substantially 
all its property to — corporation formed to acquire such property (hereinafter 
called ‘transferee’ ), 

(A) the sole Fae for the transfer of such property is the transfer 
to the transferor or its shareholders of all the stock of all classes (except qualify- 
ing shares) of the transferee. (In determining whether the transfer is solely for 
stock, the assumption by the transferee of a liability of the transferor or the fact 
that the property acquired is subject to a liability shall be disregarded) ; 

(B) the basis of the property, in the hands of the transferee, for the purposes 
of this subsection, is determined by reference to the basis of the property in the 
hands of the transferor ; 

(C) the transferor is forthwith completely liquidated in pursuance of the plan 
under which the acquisition of the property is made; and 

(D) immediately after the liquidation the shareholders of the transferor own 
all such stock ; 


for the purposes of this subchapter, in computing the equity invested capital for 
any day after the date of the acquisition of the property, the earnings and profits 
or deficit in earnings and profits of the transferee and the transferor shall be 
computed as if, immediately before the beginning of the taxable year in which such 
transfer occurs, the transferee had been in existence and sustained a recognized 
loss, and the transferor had realized a recognized gain, equal to the portion of the 
deficit i in earnings and profits of the transferor attributable to such property.” 
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The question which remains and which relates to the doctrine enunciated 
in the Phipps case, concerns the extent to which a deficit affects cases not 
covered by sections 718(a)(7) and 718(c)(5). As to liquidations the 
answer is clear. Section 761 makes specific provisions respecting the 
effect of tax-free liquidations on equity invested capital. The liquidation 
is treated, for equity invested capital purposes, as though the parent had 
realized gain or loss on the transaction.°° Under the Sansome rule, there 
is no carry-over of earnings and profits if tax is paid on a liquidation or 
reorganization; there is no reason to believe that a deficit would carry 
over in a situation treated in this identical manner for tax purposes. 

In the merger cases not covered by sections 718(a) (7) and 718(c) (5), 
a more difficult problem is presented which can best be illustrated by an 
example. Assume that a transferee corporation issues stock and some 
cash to a transferor corporation which has a deficit, in return for assets 
of the transferor corporation. The transferee corporation must, under 
section 718(a)(2), compute its equity invested capital on those assets 
by using the transferor’s basis for the property. This would reflect the 
transferor’s deficit. In this connection the argument of the Government 
in the Phipps case may be enlightening at least as to the attitude of the 
Commissioner. It was there suggested that Congress did not in any case 
intend a carry-over of deficits to be effective under the Internal Revenue 
Code except under the specific provisions of section 718(a)(7). The 
Government buttressed this argument by citing sections 718(a)(2), 
718(a) (4), and 718(b) (3), emphasizing the unfairness of carrying over 
a dollar deficit in the foregoing circumstances in addition to the deficit 
reflected in basis, and concluded that since Congress did not afford statu- 
tory relief in such a situation it must have considered that there would 
be no carry-over of a deficit in these or any other circumstances.” 


567. R.C. §761: 
“Invested Capital Adjustment at the Time of Tax-free Intercorporate Liquidations.— 
“(d) Adjustment of Equity Invested Capital—If property is received by the 
transferee in an intercorporate liquidation, in computing the equity invested capital of 
the transferee for any day following the completion of such intercorporate liqui- 
dation— 

“(1) with respect to any share of stock in the transferor having in the hands 
of the transferee, immediately prior to the receipt of any property in such inter- 
corporate liquidation, a basis determined to be a cost basis, the earnings and profits 
or deficit in earnings and profits of the transferee shall be computed as if on the 
day following the completion of such intercorporate liquidation the transferee had 
realized a recognized gain equal to the amount of the plus adjustment in respect of 
such share, or had sustained a recognized loss equal to the amount of the minus 
adjustment in respect of such share; 

“(2) with respect to any share of stock in the transferor having in the hands 
of the transferee, immediately prior to the receipt of any property in such inter- 
corporate liquidation, a basis determined to be a basis other than a cost basis, there 
shall be treated as an amount includible in the sum specified in section 718(a) 
the amount of the plus adjustment with respect to such share, or as an amount 
includible in the sum specified in section 718(b) the amount of the minus adjust- 
ment with respect to such share.” 


57 Petitioner’s Brief, pp. 54-62. 
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The decision of the Court does not, however, advert to that argument. 
Moreover, the purposes, structure, and potentialities for tax avoidance dif- 
fer widely between the income and excess profits tax statutes with respect 
to reorganizations. Accordingly, it is doubtful that the Phipps case can 
be considered as controlling. However, Congress limited the inclusion 
in equity invested capital of the amount of an inherited deficit to cases 
specifically described in the statute. It is most dubious that deficits not 
within the statute could be said to carry over so as to increase equity 
invested capital. 

4. How Will the Sansome-Phipps Doctrine Apply to Personal Holding 
Companies and Corporations Improperly Accumulating Surplus? Prob- 
lems respecting the carry-over of earnings and deficits have also appeared 
in cases relating to the interpretation of sections 26 and 27 of the Internal 
Revenue Code. These sections relate to credits of corporations which 
are subject to the special taxes imposed on personal holding companies °* 
and corporations improperly accumulating surplus.*” In computing the 
latter taxes, each corporation is entitled to a “basic surtax credit” °° which 
includes “dividends paid’ during the year. Where a transferor corpora- 
tion has earnings and merges in a tax-free transaction, the Commissioner 
has by regulation permitted the transferor corporation, under stated cir- 
cumstances,” to take the “dividends paid” credit upon distribution of 
the transferee’s stock to stockholders of the transferor, notwithstanding 
that for general income tax purposes the earnings are considered trans- 
ferred to the resulting corporations under the Sansome rule.**? The same 
result obtains in the case of liquidation of a subsidiary, under regulations 
implementing section 27(g), which provides that all amounts distributed 
in liquidation shall be considered as a taxable dividend paid. In this 
area, the question of a carry-over of a deficit does not arise under current 
statutes. 


58 T.R.C. §§500-511. 

59T.R.C. §102. 

60 Under I.R.C. §27(b). 

61 See Reg. 111, Sec. 29.27(g)-1 (1944). 

82 The regulation was approved in International Mining Corp., 47 B.T.A. 760 (1942). 
See also the discussion of the rule in 7 MERTENS, THE Law oF FEpERAL INCOME TAXATION 
161-166 (1943). 

83 For cases dealing with carry-over of profits under repealed portions of I.R.C. §§26 
and 27, see note 27 supra. 

64 There is, of course, the possibility that a corporation having earnings within a tax 
year will absorb another company or liquidate a subsidiary in a tax-free transaction and 
thereafter claim that it had in fact no earnings during the year because it inherited the 
deficit of the subsidiary. Since both I.R.C. §§102 and 500 impose a tax on net earnings, 
the claimed inheritance of a deficit conceivably might be effective in avoiding the opera- 
tions of those statutes, The Phipps decision is not specific on this point. But it was clearly 
held there that the Sansome rule provides that “tax-free reorganizations do not disturb 
the status of earnings and profits otherwise available for distribution.” And tax avoid- 
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Notwithstanding that carry-over of deficits raises no problem under 
current statutes in this field, no discussion of the subject would be com- 
plete without reference to the Senior Investment Corporation case. That 
case did not relate to the transfer of a deficit from one corporation to 
another. There a corporation with a deficit, which retained some assets 
and a proportionate share of the deficit after a split-off reorganization, 
was permitted to claim the deficit under section 26(c)(3) of the Revenue 
Act of 1936, since repealed. That section authorized, within limitations, 
a credit for corporations having deficits. Two circumstances impair the 
value of this case as a precedent: the Commissioner and the taxpayer 
stipulated to the treatment of the deficit, and in any event, the case holds 
nothing respecting the effect of the transferor’s deficit on earnings of the 
transferee company. The latter circumstance was noted in the Phipps 
decision.*° 

5. Will the Phipps Addition to the Sansome Rule Really Protect the 
Public Revenue? 

(a) Liquidations. The commercial effect of liquidation of a subsidiary 
with a deficit by a parent with earnings, cannot be distinguished from 
liquidation of a subsidiary with earnings by a parent with a deficit. Since 
the earnings are reduced by the amount of a deficit in the latter but not 
the former case, it is reasonable to expect taxpayers to attempt to reverse 
the status of parent and subsidiary prior to liquidation. 

The taxpayer in such a case will have two possible obstacles: the gen- 
eral judicial insistence that transactions of this type are inoperative to save 
taxes unless a business purpose is manifest; and the authority given the 
Commissioner under section 45 of the Internal Revenue Code to allocate 
deductions and allowances in cases where two or more organizations have 
a common control and such allocation is necessary in order to prevent 
evasion of taxes.* It is far from clear, however, that these factors will 
constitute an effective bar to general avoidance of the effect of the Phipps 
rule. While such a shift will be suspect from the beginning, it is difficult 


ance in such a case seems patent, where tax avoidance in the Phipps case was at least 
doubtful. It is suggested that only the most optimistic taxpayer would urge such an 
argument with hope of success. 

652 T.C. 124 (1943). 

86 At p. 418, citing the conclusion reached in Green, Recent Trends under the Sansome 
Rule in Proceedings of NEw York UNIversITy S1xtTH INSTITUTE ON FEDERAL TAXATION 
338 (1948). 

67 .R.C. §45: “Allocation of Income and Deductions.—In any case of two or more 
organizations, trades, or businesses (whether or not incorporated, whether or not organ- 
ized in the United States, and whether or not affiliated (owned or controlled directly or 
indirectly by the same interests, the Commissioner is authorized to distribute, apportion or 
allocate gross income, deductions, credits, or allowances between or among such organiza- 
tions, trades or businesses, if he determines that such distribution, apportionment, or 
allocation is necessary in order to prevent evasion of taxes or clearly to reflect the 
income of any of such organizations, trades, or businesses.” 
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to predict when the courts will confirm or deny the existence of a business 
motive in a specific transaction. It seems clear that a shift in the positions 
of subsidiary and parent twenty-four hours before liquidation would be 
abortive. On the other hand, if such a shift were justified originally by 
substantial non-tax considerations and continued for several years before 
liquidation, it is equally clear that the shift could not be successfully 
attacked by the Commissioner. Between these extremes each case must 
be decided on its own facts: taxability frequently depends by definition 
on the purpose of the taxpayer. Proof of such a purpose presents obvious 
difficulties. The purposes which may lead to an intercorporate reversal 
of the positions of parent and subsidiary are various. The ingenuity of 
the taxpayer is proverbial, particularly as manifested in contemporaneous 
corporate minutes, resolutions, and memoranda reciting business purpose. 
Moreover, there has been some understandable judicial reluctance to im- 
pugn the “business purposes” of the taxpayer except in clear cases. In 
at least some courts this reluctance may be intensified by the “heads we 
win, tails you lose” philosophy of the Sansome-Phipps rule. 

Nor do the provisions of section 45 appear to offer an effective weapon 
to the Commissioner. Although the section is drafted in general terms, 
it has never been applied to the type of problem here involved. On the 
single occasion that liquidation of a subsidiary by a parent was in issue, 
the Tax Court refused to apply it,®* and it is clear that the statute was 
not intended to deny to a taxpayer the right to choose the form of his 
business.” The section has been utilized principally to control the alloca- 
tion of deductions between currently operating corporations having a 
common control,” and while the Commissioner has in some of these cases 
successfully invoked the statute,"* in many cases the statute has been given 
strict construction and the contentions of the Commissioner rejected.” 

68In Koppers Co., 2 T.C. 152 (1943), where the parent borrowed funds from the 
subsidiary, from which funds, plus funds from bank loans, it purchased at a discount 
bonds issued by the subsidiary and in the hands of the general public. Thereafter the 
subsidiary retired the bonds at a premium. It was held that the profits of the parent on 
the transaction could not be allocated to the subsidiary under I.R.C. §45. 

89 See, e.g., Buffalo Meter Co., 10 T.C. 83 (1948). 

70 See cases cited infra notes 71 and 72. 

71 Birmingham Ice & Cold Storage Co. v. Davis, 112 F.2d 453 (C.C.A.5th 1940); 
Autocar Co. v. Comm’r, 84 F.2d 772 (C.C.A.3d 1936); Asiatic Petroleum Co., Ltd. v. 
Comm’r, 79 F.2d 234 (C.C.A.2d 1935) ; G.U.R. Co., 41 B.T.A. 223 (1940), aff'd, 117 F.2d 
187 (C.C.A.7th 1941). 

72 Tennessee-Arkansas Gravel Co. v. Comm’r, 112 F.2d 508 (C.C.A.6th 1940); Lake 
Erie & Pittsburgh Ry. Co., 5 T.C. 558 (1945) ; Seminole Flavor Co., 4 T.C. 1215 (1945) ; 
Glenmore Distilleries Co., 47 B.T.A. 213 (1942); Briggs-Killian Co., 40 B.T.A. 895 
(1939) ; Welworth Realty Co., 40 B.T.A. 97 (1939) ; General Industries Corp., 35 B.T.A. 
615 (1937) ; and A. G. Nelson Paper Co., Inc., 3 TCM 914 (1944). 

While the question is of lesser significance, we may note the probable future procedure 


for liquidation in cases where some subsidiaries have deficits and others have earnings. 
Here it would appear that prior to liquidation, we may expect a consolidation in which 
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(b) Mergers: Transferee Corporations. The potentialities for tax 
saving evinced by the Harter rule in liquidation cases may be equally avail- 
able for the taxpayer in mergers. In such a case it seems almost certain 
that where a merger is planned and one of the parties has a deficit, the 
corporation with earnings will merge into the corporation with a deficit. 
In that case the deficit presumably would offset earnings. On the other 
hand, it is certain that no deficit would carry over if a corporation with 
earnings absorbed a corporation with a deficit, or if a new corporation 
was formed which took over corporations with both earnings and deficits. 
Accordingly, it may be reasonably anticipated that such mergers will be 
avoided. Mergers involving split-offs will be controlled by the same con- 
siderations, with deficits and earnings allocated in the same proportion 
as other assets are transferred to the absorbing corporation. 

Mergers raise substantially the same general problems respecting the 
application of section 45 and the requirements of business purpose that 
are presented in liquidations. An additional problem is, however, raised 
by the requirements of section 129 that a “deduction, credit or other 
allowance shall not be allowed” if a corporation acquires the property 
of another corporation not previously controlled, and takes the basis of 
that corporation for such property in order to avoid income or excess 
profits taxes by seeking an allowance not otherwise enjoyed.”* The section 





the subsidiaries with deficits absorb the subsidiaries with earnings. Under the Harter 
rule the earnings would thus be cancelled to the extent of the deficits. Thereafter, the 
consolidated subsidiary might be liquidated. It seems probable that this procedure would 
in many cases be less susceptible to attack for lack of business purpose than cases involving 
a shift in the positions of subsidiary and parent..This procedure would, of course, sub- 
ject the corporation to the perils, hereafter discussed, which are inherent in all merger 
cases. 


73 T.R.C. §129: 
“Acquisitions Made to Evade or Avoid Income or Excess Profits Tax. 

“(a) Disallowance of Deductions, Credit, or Allowance—If (1) any person or 
persons acquire, on or after October 8, 1940, directly or indirectly, control of a cor- 
poration, or (2) any corporation acquires, on or after October 8, 1940, directly or 
indirectly, property of another corporation, not controlled, directly or indirectly, im- 
mediately prior to such acquisition, by such acquiring corporation or its stockholders, 
the basis of which property, in the hands of the acquiring corporation, is determined 
by reference to the basis in the hands of the transferor corporation, and the principal 
purpose for which such acquisition was made is evasion or avoidance of Federal 
income or excess profits tax by securing the benefit of a deduction, credit, or other 
allowance which such person or corporation would not otherwise enjoy, then such 
deduction, credit or other allowance shall not be allowed. For the purposes of clause 
(1) and (2), control means the ownership of stock possessing at least 50 per centum 
of the total combined voting power of all classes of stock entitled to vote or at least 
50 per centum of the total value of shares of all classes of stock of the corporation. 

“(b) Power of Commissioner to Allow Deduction, Etc., in Part—In any case 
to which subsection (a) is applicable the Commissioner is authorized— 

“(1) to allow as a deduction, credit, or allowance any part of any amount 
disallowed by such subsection, if he determines that such allowance will not result 
in the evasion or avoidance of Federal income and excess profits tax for which 
the acquisition was made; or 

“(2) to distribute, apportion, or allocate gross income, and distribute, apportion 
or allocate the deductions, credits, or allowances the benefit of which was sought 
to be secured, between or among the corporations, or properties, or parts thereof, 
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further authorizes the Commissioner to allow or allocate deductions, 
credits, and allowances where no evasion or avoidance of such.taxes would 
result from his action. \Within some limitations, the transferee takes 
the basis of the transferor for property acquired in a reorganization.” 
The section accordingly will be generally applicable to tax-free mergers. 

Comments with respect to the section have been penetrating.** The 
general nature of the statute, however, discourages definitive prediction 
respecting its application in specific cases. It has been suggested that the 
section does not apply to an exchange of stock for assets ** and that the 
provisions of the statute were deliberately left general with the purpose 
of inviting judicial application of the business purpose doctrine.” The 
Bureau has ruled that creation of a new foreign corporation to carry on 
the business of an existing domestic corporation, though done for the 
purpose of saving taxes, is not tax avoidance within the prohibition of the 
statute."* The Tax Court has emphasized that the tax avoidance purpose 
must exceed all other purposes and constitute “the principal purpose” as 
required by statute.” 


involved, and to allow such deductions, credits, or allowances so distributed, 
apportioned or allocated, but to give effect to such allowance only to such extent 
as he determines will not result in the evasion or avoidance of Federal income and 
excess profits tax for which the acquisition was made; or 
“(3) to exercise his powers in part under paragraph (1) and in part under 
paragraph (2).” 
74 TRC, §113: 
“Adjusted Basis for Determining Gain or Loss. 
“(a) Basis (Unadjusted) of Property—The basis of property shall be the cost 
of such property; except that— 
“(7) Transfers to Corporation.—If the property was acquired— 
(A) after December 31, 1917, and in a taxable year beginning before January 
1, 1936, by a corporation in connection with a reorganization, and immediately 
after the transfer an interest or control in such property of 50 per centum or 
more remained in the same persons or any of them, or 
(B) in a taxable year beginning after December 31, 1935, by a corporation 


in connection with a reorganization. 

then the basis shall be the same as it would be in the hands of the transferor, 
increased in the amount of gain or decreased in the amount of loss recognized 
to the transferor upon such transfer under the law applicable to the year in which 
the transfer was made. This paragraph shall not apply if the property acquired 
consists of stock of or securities in a corporation a party to the reorganization, 
unless acquired by the issuance of stock or securities of the transferee as the 
consideration in whole or in part for the transfer.” 

7See Rudick, Acquisitions to Avoid Income or Excess Profits Tax: Section 129 of 
the Internal Revenue Codec, 58 Harv. L. Rev. 196 (1944); Chase, An Analysis of Section 
129, 30 Corn. L. Q. 421 (1945); and Barnard, Acquisitions for Tax Benefits, 34 Cauir. 
L. Rev. 36 (1946). 

76 Rudick, Acquisitions to Avoid Income or Excess Profits Tax: Section 129 of the 
Internal Revenue Code, 58 Harv. L. Rev. 196, 208, 221 (1944). 

77 See 7A MERTENS, THE LAW oF FeperAL INCOME TAXATION 301 (Supp. 1949), 
citing the legislative history of the statute. The legislative history is quoted extensively 
also in the articles cited in note 75 supra. 

787.T. 3757, 1945-1 Cum. Butt. 200. 

79 Commodores Point Terminal Corp., 11 T.C. 411 (1948). The Senate Committee 
report states that the statute should be effective only “if the evasion or avoidance purpose 
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While it is dangerous to generalize about the potential scope of the 
section, at this time there appears to be no reason to believe—assuming 
that the uncertain requirements of the business purpose doctrine are met— 
that it would be invoked to eliminate the deficit of an absorbing corpora- 
tion in computing its earnings following merger with a corporation having 
earnings.* It is not, of course, suggested that the courts would approve 
a practice wherein a corporation with earnings purchases the stock of a 
corporation with a deficit, and causes the latter corporation to absorb the 
former for the purpose of reducing the earnings of the former available 
for distribution under section 115(c). There is every reason to believe 
that such a transaction would be condemned; indeed, the elimination of 
such conduct as related to excess profits taxes was a prime purpose of 
the adoption of section 129." 

(c) Mergers: Transferor Corporations. We have been considering 
mergers as related to the transferee corporations. No problem arises 
concerning transferor corporations where the stock of the transferee is 
given to stockholders of the transferor, followed by liquidation of the 
transferor corporation. The effect of the Phipps case is worth noting, 
however, in cases where the transferor corporation is not liquidated. 
Since the deficit is not carried forward, presumably the entire deficit 
remains available to the transferor corporation. The transferor corpora- 
tion may have no assets except stock in the transferee, or in the case of a 
split-off it may retain a portion of its assets. In either case, its stock- 
holders may obtain a tax advantage by the reorganization. The transferor 





outranks or exceeds in importance any other one purpose.” Sen. Rep. No. 627, 78th Cong., 
Ist Sess. 59 (1943). rl 

80 Other fairly remote possibilities for embarrassment of the taxpayer in these cases 
should be recognized. Assume that A Corporation has assets of $400,000, including earn- 
ings of $100,000. B Corporation has assets of $300,000 and a deficit of $100,000. In a 
merger of the two, B Corporation takes over the assets of A Corporation and in return 
issues its stock to stockholders of A Corporation. It must be expected that this stock 
will carry control of B Corporation. It is quite possible that the courts would conclude 
that while B Corporation in form absorbed A Corporation, the reverse was true for 
purposes of the Phipps rule, since economic control after the merger was held by the 
stockholders of A Corporation. However, where the conditions of the merger warranted, 
this danger could be obviated if sufficient capital were put into B Corporation before 
liquidation (for example, $200,000 which would bring its total assets to $500,000) so 
that it would in fact be the dominant corporation from an asset viewpoint both before 
and after merger. 

Also, the Harter rule involved liquidation of a subsidiary under I.R.C. §112(b) (6). 
Reorganizations generally, including mergers, are tax-free under I.R.C. §§112(b) (3) and 
112(b) (4). As has been noted, the Sansome case itself involved a reorganization, and 
the decision in the Phipps case emphasized that the conclusions reached there were 
applicable to all tax-free reorganizations. There is nothing in the Harter case to limit 
its effect to tax-free liquidations. However, the case may well prove embarrassing to 
the Bureau and the courts, and it is not impossible that it will be strictly limited to its 
facts. 

81 See Rudick, op. cit. supra note 75, at 196 et seq. 
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will receive dividends from the transferee corporation. Under section 
115(a) these may then be passed on to stockholders of the transferor 
without tax, since as to those stockholders they do not constitute dividends 
(because of the existence of the deficit), but are a return of capital if not 
paid out during the year of receipt. Accordingly, where corporations 
with deficits are absorbed by other corporations, it may be expected that 
the corporation absorbed in the usual case will not be liquidated but will 
be retained as a conduit through which earnings of the absorbing corpora- 
tion may be transmuted into return of capital for the shareholders of the 
corporation absorbed. 
CONCLUSION 

Whatever else the Phipps case demonstrates, it emphasizes again the 
unanimous determination of the members of the Court to construe strictly 
the reorganization provisions of the Internal Revenue Code with a view 
to preventing tax evasion. On authority, the decision appears to be fairly 
subject to criticism since it reads into the Congressional references to the 
Sansome and other cases the conclusion that the profit account of a liqui- 
dated subsidiary carries over if it results in an increase (Sansome) but 
not a decrease (Phipps) of the tax. This conclusion is difficult to support 
in view of complete Congressional silence respecting carry-over of deficits : 
it becomes even less supportable when it is remembered that for thirteen 
years Congress has acquiesced in the Harter case, holding that deficits 
could be used by a parent to reduce the earnings of a subsidiary following 
a tax-free liquidation. Nor, in logic, is the Phipps case distinguished 
from Harter by a simple assertion that a distinction exists for tax pur- 
poses because in one case the parent has a deficit which must be eliminated 
before it has earnings, and in the other case the earnings of the parent 
must remain unchanged by the deficit of a subsidiary. 

Most important, the decision is more likely to induce caution on the 
part of taxpayers than to augment the public treasury. Primitive juggling 
of a corporate financial structure to achieve tax savings is currently con- 
trolled by the business purpose doctrine and the provisions of sections 45 
and 129. In these instances the Phipps doctrine adds nothing to protec- 
tion of the revenue. In all cases the decision invites taxpayers to 
arrange their affairs so that a corporation with a deficit will liquidate (or, 
in the case of a merger, absorb) a corporation with earnings. Of course, 
a taxpayer will plan such a transaction with one eye on the business pur- 
pose doctrine and sections 45 and 129. If he is unsuccessful, he pays 
additional taxes on a theory unjustified by logic, commercial practice, or 
the requirements of the statute. If he is successful in avoiding it, tax- 
payer and Government alike will find the process of decision lengthy and 
expensive. It is doubtful in either event that the cause of fair and equi- 
table tax administration will be served. ; 

















Tax Relief From The Statute Of 


Limitations 
J. H. LANDMAN 


pa three years after a tax return is filed without penalty are ordinarily 
the time during which the Government may assess an additional tax. In 
reality this time limitation on the assessment and collection of tax or on 
the institution of a court proceeding therefor by the Government varies 
with circumstances. It is extended to four years if a distribution in 
liquidation is omitted, to five years if more than 25% of gross income is 
excluded, to six years if a willful attempt is made to evade tax, and to 
seven years if a constructive dividend is ignored by the shareholders of 
personal service corporations and foreign personal holding companies,* but 
the time is limitless if no tax return or a fraudulent one with intent to 
evade taxes is filed.” 

The time may be abbreviated to 18 months by a request for immediate 
assessment in the case of income received during the lifetime of a decedent 
or by his estate during administration, or by a dissolving corporation.* 
Or the time may be prolonged by the taxpayer consenting to a Form 872 
waiver, which has the effect of giving the Government additional time in 
which to make a deficiericy assessment, should it decide to do so, without 
which the latter would have to make an immediate assessment irrespective 
of merit to protect itself against the running of the statute of limitations.‘ 

Similarly, one may file a claim for a tax refund in the ordinary income 
tax situation within three years from the due date of the tax return.® 
Where returns are filed after the due date because of delinquency or 
because of an extension of time granted by the Commissioner of Tnternal 
Revenue, the limitation runs from the actual date of filing. Tf no return 
is submitted, a claim must be filed within two years after the tax was paid. 
In the case of additional assessment. the limitation is two years from the 
time the tax was paid, provided such date is later than the expiration of 


J. H. Lanpuan (J.S.D., Ph.D., New York University) is a member of the New York 
Bar and partner of Sher, Roeder & Landman. 


17.R.C. §§275 and 3748. 

2T.R.C. §276(a). 

8T.R.C. §275(b). 

4T.R.C. §§275 and 276(b)(c). 

5 For taxable years beginning after December 31, 1941. 
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the three-year period from the due or later filing date of the return, but 
the refund amount may not be in excess of the portion of tax so paid.® 

The period during which a taxpayer may file a refund claim may be 
equally prolonged by the mutually advantageous execution of the Form 
872 waiver.’ Refund claims may be filed within as long a time as seven 
years following the year in which deductions arise from bad debts or 
losses from totally worthless securities.* The limitation period for filing 
refund claims involving overpayments due to net operating loss carry- 
backs is the period which ends with the expiration of the 15th day of the 
39th month following the end of the taxable year in which the loss arose.° 
But bad debt and worthless security deductions increase the applicable 
time for net operating loss carry-back and net operating loss and capital 
loss carry-over refunds to seven years.’® This prolonged statute of limi- 
tations was enacted to remedy the inequity that beset taxpayers who found 
themselves deprived of deductions arising from bad debts and worthless 
securities because the Treasury ultimately decided that they occurred in 
prior years which happen also to be barred for tax refunds. 

Experience has taught society the wisdom of putting to rest forever 
tax, like other threatening controversies, after an open hunting period 
of varying lengths depending upon the reasonable needs of situations. Yet 
the finality and rigidity of these very statutes of limitations may at times 
work undue hardships on either the taxpayer or the Treasury. 





ABUSES 


It is possible for the taxpayer to derive double deductions by taking 
points of view as to a tax item, before and after the expiration of the 
pertinent statute of limitations, which are in conflict with one another. 
It is equally possible for the Treasury to impose double tax burdens by 
taking inconsistent positions as to a tax item under similar circumstances. 

The aggrieved Treasury is portrayed in the following illustration. A 
father reported the entire income of a partnership with his son. The 
latter reported none of it. Just before the statute of limitations expired 


6 T.R.C. §322(b) (2). 

7T.R.C. §322(b) (3); Reg. 111, Sec. 29.322-7(b). However, the Treasury insists that 
the period for filing a refund claim is as a consequence restricted to six months following 
the waived period despite I.R.C. §322(b) (3). 

8 T.R.C. §322(b) (5), amended by the Tax Adjustment Act of 1945, 59 Stat. 517, 523. 

®1T.R.C. §322(b) (6), added by the Tax Adjustment Act of 1945, 59 Strat. 517, 524, 
amended by Sec. 122(e) of the Revenue Act of 1945, 59 Srar. 556, 569. Special statutes 
of limitation have been enacted for refunds involving deceased armed servicemen, and 
for bases of surviving spouse’s share of community property of a decedent. Pub. L. 
No. 367, § 2, 61 Stat. 278; Sec. 366(b), Revenue Act of 1948, 62 Start. 110, 125. 

10 T.R.C. §322(b) (5); Reg. 111, Sec. 29.322-7(c). 

















1950] TAX RELIEF FROM THE STATUTE OF LIMITATIONS 549 


the father filed a successful refund claim for one-half of the tax he paid. 
It is inequitable to allow the inconsistent action of the father to deprive 
the Treasury of a tax on one-half of the partnership income."* 

The contrary type of injustice is exemplified in the following situation. 
A cash basis taxpayer erroneously reported in 1933 some accrued rental. 
Having discovered that the taxpayer actually received this income in 1934, 
the Commissioner proceeded in 1941, in the Tax Court, to collect a 
deficiency assessment for the correct year. The taxpayer would accord- 
ingly be obliged to pay his tax twice for the same taxable item, and would 
be barred by the statute of limitations from receiving a refund of the 
earlier tax. 


Tax EsTopPEL 


To obviate inequities of this nature, recourse was had at first to the 
application of the legal principle of estoppel. Fundamentally, tax estoppel 
involves a false representation or a malicious concealment of a material 
fact but not of law by one party, and the innocent reliance thereon by 
another to the latter’s detriment. The offending party may thus be barred 
in a proper case from changing his tax position as to a tax item.” 

Since the taxpayer and not the Commissioner is the one usually in 
possession of the facts, only on rare occasions can the taxpayer success- 
fully avail himself of estoppel. Contrariwise, though it would seem that 
a taxpayer should be able to rely on the validity of Treasury regulations 
and rulings, or on statements of Treasury agents, estoppel does not pre- 
clude the Government from reversing itself, because such representations 
are considered legal and not factual in nature.*® 

Tax estoppel may be invoked when a taxpayer seeks to take a refund 
of a tax paid in a closed year and pay it in a later open year or vice versa.™ 
It may be asserted to prevent taking a deduction over again.”*® 


11 This situation and the following one are predicated on illustrations in Reg. 111, Sec. 
29.3801, which are intended to be remedied by the statute involved. 

12 See Atlas, The Doctrine of Estoppel in Tax Cases, 3 Tax I.. Rev. 71; Maguire 
and Zimet, Hobson’s Choice and Similar Practices in Federal Taxation, 48 Harv. L. Rev. 
1281 (1935). 

18 Martin Schwerin, 1 TCM 661 (1943), aff'd, 139 F.2d 843 (App. D. C. 1944); 
Okonite Co. v. Comm’r, 155 F.2d 248 (C.C.A.3d 1946) ; James Couzens, 11 B.T.A. 1040 
(1928). 

14 Helvering v. Salvage, 297 U.S. 106 (1935) ; Heiner v. Mellon, 89 F.2d 141 (C.C.A. 
3d 1937); Walter L. Ross, 30 B.T.A. 496 (1934); Crane v. Comm’r, 68 F.2d 640 
(C.C.A.1st 1934); Helvering v. Jane Holding Co., 109 F.2d 933 (C.C.A.8th 1940) ; 
Estate of Thomas J. Moran, 26 B.T.A. 1154 (1932), aff'd, Moran v. Comm’r, 67 F.2d 
601 (C.C.A.1st 1933). 

15 Stern Bros. v. United States, 8 F. Supp. 705 (Ct. Cl. 1934); Ellene Z. Rosenstcel, 
46 B.T.A. 1184 (1942); Giant Furniture Co. v. United States, 9 F. Supp. 585 (Ct. Cl. 
1935). 
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Payment by an improper taxpayer creates a particularly vexing problem. 
The leading case on the subject, Stone v. White,** holds that where 
trustees paid an income tax that should have been paid by a beneficiary, 
and where the Government was barred from recovering from the latter, 
the trustees were estopped because in the ultimate the beneficiary would 
have unduly profited. The Supreme Court availed itself of the doctrine 
it promulgated earlier, in Bull v. United States," that tax recoupment or 
offset is never barred by the statute of limitations provided the primary 
action is timely. Yet six months after the Stone case, in McEachern v. 
Rose,** the Supreme Court denied the Government the right to offset a 
taxpayer’s overpayment by an unpaid tax the collection of which was 
barred by the statute of limitations. The Court distinguished these two 
cases by arguing that in the latter one taxpayer was involved whereas in 
the former two taxpayers were implicated despite the fact that the Court’s 
argument in the former case was that the two taxpayers were really one 
because the testator’s wife would profit by the trust’s recovery of tax. 

It would seem in the light of subsequent decisions that the Stone v. 
White principle is strictly applied to comparable facts,*® and tax offsets or 
recoupments in behalf of taxpayers are favored only where the same 
transaction is involved.*® In brief, taxpayers derive little comfort from 
the doctrine of estoppel because it “. . . is one of the most confused and 
entangled subjects in all tax law.” ™ 


Cope Section 3801 


The inequities that may arise out of statutes of limitations as well as 
closing agreements and court decisions, and the general ineffectiveness of 
tax estoppel and recoupment, prompted the enactment of section 820 of 
the Revenue Act of 1938,*? more commonly known as section 3801 of the 
Internal Revenue Code. It is designed to prevent either the taxpayer or 
the Treasury from profiting by a tax error, otherwise beyond remedy, by 


16 301 U.S. 532 (1936), opinion rephrased, 302 U.S. 639 (1937), affirming 78 F.2d 
136 (C.C.A.1st 1935). 

17295 U.S. 247 (1935). 

18 302 U.S. 56 (1937). 

19 Hall v. United States, 43 F. Supp. 130 (Ct. Cl. 1942). 

20 Comm’r v. Gooch Co., 320 U.S. 418 (1943) ; Rothensies v. Electric Storage Battery 
Co., 329 U.S. 296 (1946). 

21 United States v. DuPont, 47 F. Supp. 894, 896 (D. C. Del. 1942). 

22 The Report of a Subcommittee of the Committee on Ways and Means on a Proposed 
Revision of the Revenue Laws, 75th Cong., 3d Sess. 79 (1938), Recommendation No. 
48, gave rise to section 820 of the Revenue Act of 1938. No public hearings on the prob- 
lem were conducted at the time. They were held previously in 1927, and were then 
reported in Hearings before the Committee on Ways and Means, H.R. Interim, 69th-70th 
Congresses. In the interval of time the problem became sufficiently aggravated to warrant 
corrective legislation. 
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maintaining a correct position on the item in a subsequent year. This 
statute permits the correction under certain circumstances but only in such 
manner as to eliminate the inconsistent treatment.” 

The question as to whether there was an error is governed by the law 
that prevailed in the year in which the error is alleged to have been made. 
The adjustment is made by a tax collection or refund for the taxable year 
in which the error was made as if the statute of limitations had been 
prolonged one year. Other items of income and deduction remain un- 
disturbed.** No correction is allowed for any taxable year beginning prior 
to January 1, 1932, and an inconsistent position must have been adopted 
in a determination made subsequent to August 26, 1938.*° 

The determination may take the form of a closing agreement between 
the Treasury and the taxpayer,” or by a final decision by the Tax Court, 
or a final court order of any proper court.” It may also take the form of 
a final disposition by the Commissioner of a refund claim, and the time 
of determination is governed by the date of the allowance of items or 
mailing notice of disallowed offsetting items, or by the expiration date 
for instituting suit (unless suit has already been instituted) as to items 
disallowed in whole or in part, or as to items used by the Commissioner 
to reduce the refund or credit.** Thus the time at which a disposition in 
respect of a particular item becomes final may depend not only upon what 
action is taken with respect thereto, but also upon whether the claim for 
refund is allowed or disallowed. 

If the tax liability of the year in which the error occurred was com- 
promised under section 3761 of the Code, no adjustment may be made 
under section 3801.*° A taxpayer who has not had a determination by 
one of the three methods in section 3801 (a) (1), is not entitled to a cor- 


23 A comparable relief provision is to be found in I.R.C. $3807 added by the 1943 Act, 
which lengthens the statute of limitations in the case of related taxes for the purpose 
of levying tax deficiencies and filing refund claims. I.R.C. §734 permits adjustments in 
the case of inconsistent positions with respect to excess profits taxes. It was added by 
section 11 of the Excess Profits Tax Amendments of 1941 and was amended by section 
227(a) of the 1942 Act. See Maguire, Surrey, Traynor, Section 820 of the Revenue Act 
of 1938, 48 Yate L. J. 509, 719 (1939) ; also Kent, Mitigation of the Statute of Limi- 
tations in Federal Tax Cases, 27 Cauir. L. Rev. 109 (1939). 

24 The ascertainment of the amount of adjustment was amended by subsection 14(b) (e) 
of the Individual Income Tax Act of 1944, 58 Stat. 231, 246. 

25 Reg. 111, Sec. 29.3801(a) (1)-1; Longyear Realty Corp. v. Kavanagh, 60 F. Supp. 
233 (D. C. Mich. 1945), aff'd, 156 F.2d 462 (C.C.A.6th 1946). 

26 It must be made within the scope of I.R.C. §3760, and it becomes final on the date 
of its approval by the Secretary, the Under Secretary, or an Assistant Secretary of the 
Treasury. Reg. 111, Sec. 29.3801 (a) (1)-2. 

27 Reg. 111, Sec. 29.3801 (a) (1)-3, (b)-6. 

28 Reg. 111, Sec. 29.3801 (a) (1)-4. 

29 Reg. 111, Sec. 29.3801 (b)-0. 
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rective adjustment.*® Section 3801 is not applicable if on the date of the 
determination correction of the effect of the error is permissible without 
recourse to such statute. It was thus held inapplicable in a refund claim 
for a worthless stock loss.™ 

The types of inequity to taxpayers or to the Treasury that section 3801 
is designed to correct are restricted to the following situations when they 
are otherwise barred by statutes of limitations: (1) the double inclusion 
of taxable gross income items; (2) the double allowance of a deduction 
or a credit; (3) the erroneous exclusion of items of gross income with 
respect to which tax was paid; (4) the erroneous distribution of deduc- 
tions and income among decedents, trusts, and beneficiaries; and (5) the 
erroneous tax valuation of property now in the possession of a transferee.** 

Section 3801 was properly invoked to overcome the barring effects of 
a statute of limitations so that an error could be adjusted between estate 
and beneficiary as to taxable income.** Inventory adjustments have been 
held to be appropriate tax items for such relief.** This statute was also 
applied to reduce a deductible loss on abandonment because development 
expenses in connection with acquired inventions should not have been 
capitalized but expensed.** 

Where a court determines gain and omits a decision as to tax value, 
section 3801 may not be asserted. The Tax Court refused to extend the 
statute of limitations with respect to profits on the sale of securities against 
which the taxpayer had applied an erroneous basis for value.** The Second 
Circuit Court of Appeals refused to apply the statute to permit a refund 
claim in favor of a taxpayer who had used too high a tax value for some 
stock in one year and therefore too low a tax value when the balance was 
sold the next year.** 

Section 3801 may be availed of by any person subject to tax ** and by 
taxpayers who stand in the relationship of (a) husband and wife; (b) 
grantor and fiduciary; (c) grantor and beneficiary; (d) fiduciary and 


30 Estate of J. B. Weil, T.C. Memo. Dkt. 106099. P-H {43,207, aff'd, 145 F.2d 240 
(C.C.A.6th 1944), cert. denied. 

31 Munkwitz Realty & Investment Co. v. United States, 32 AFTR 1703 (D. C. Wis. 
1943). 

82 Reg. 111, Sec, 29.3801 (b) (1)-S. 

83 Albert W. Priest Trust, 6 T.C. 221 (1946) ; Ransom, 2 T.C. 647 (1943). 

84 Gooch Milling & Elevator Co. v. United States, 78 F. Supp. 94 (Ct. Cl. 1948). But 
see H. T. Hackney Co., Inc. v. United States, 78 F. Supp. 101 (Ct. Cl. 1948), where an 
allowed refund claim for 1938 was held to be a “determination” for 1939 and earlier years. 

35 J, Rogers Flannery, Jr., T.C. Memo. Dkt. 6645. P-H 46,103. 

36 American Foundation Co., 2 T.C. 502 (1934). 

87 Central Hanover Bank & Trust Co., Exec. v. United States, 163 F.2d 60 (C.C.A.2d 
1947), reversing 67 F. Supp. 920 (S. D. N. Y. 1946). 

88 Notwithstanding the provisions of I.R.C. §3797. 
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beneficiary, legatee or heir; (e) decedent and decedent’s estate; or (f) 
partners. If such relationship exists, it is not essential that the error arise 
from a transaction possible only because of the existence of the relation- 
ship.*® It need exist only at some time during the taxable year and must 
exist at the time when the inconsistency first arises.*° 

The beneficiary of a trust later taxed as a corporation is a related party, 
because the relationship is that of beneficiary and fiduciary and not that 
of shareholder and corporation.** The barred deficiency against a wife- 
beneficiary of a divorce trust may be remedied by section 3801 when the 
refund claims of a husband on income from a divorce trust were allowed.‘ 


CRITICISMS OF SECTION 3801 


About a decade has elapsed since the enactment of this remedial pro- 
vision. The time has come to evaluate its efficacy. The immediate reac- 
tion by tax practitioners to the enactment of the statute was hostile and 
has more or less remained so. The tax committee of the American Insti- 
tute of Accountants advised drastic revision ; the replies to a questionnaire 
to its members indicated a preponderance of opinion in favor of repeal: 
and the tax committee of the American Bar Association actually recom- 
mended repeal.** However, the statute has not been repealed or sub- 
stantially revised. Hence we pose the questions: Is it serving its purpose? 
and How can it be improved? 

The American Bar Association pointed out that under the statute the 
taxpayer would have to commence a separate action to get a tax refund 
and would thus be burdened with two costly proceedings. This criticism 
was obviously inaccurate because if the taxpayer enters into a closing 
agreement with the Treasury, or if the taxpayer pays the proposed 
deficiency and succeeds in a refund litigation, the taxpayer remains subject 
to but one legal proceeding. 

The other criticisms of the Association are better founded. Depending 
upon the size of the refund and interest, it might be to the financial ad- 
vantage of the taxpayer to allow the statute of limitations to expire. On 


39 Reg. 111, Sec. 29.3801 (a) (3)-1. 

40 Reg. 111, Sec. 29.3801(b)-8. Where a family partnership is valid under state law, 
its members are “related taxpayers” within the purview of I.R.C. §3801, even though the 
partnership is not recognized for income tax purposes. I.T. 3986, 1949 Int. Rev. Butt. 
No. 26 at 3. 

41 Lovering v. United States, 49 F. Supp. 1 (D. C. Mass. 1943). 

42 Eleanor B. Burton, 1 T.C. 1198 (1943); Katherine C. Ketcham, 2 T.C. 159, aff’d, 
142 F.2d 996 (C.C.A.2d 1944). 

43 Committee on Federal Taxation of the American Institute of Accountants, Sept. 
1, 1938; and the Standing Committee on Federal Taxation of the American Bar Asso- 
ciation, as reported to the latter’s 61st Annual Meeting at Cleveland, Ohio, on July 
25-29, 1938. 
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the other hand the Treasury must proceed against an inconsistent tax- 
payer, because the Commissioner has no right to excuse tax liability no 
matter how costly the proceeding. The statute discourages acquiescence 
by taxpayers in correct assertions of deficiencies, and encourages them 
to be contentious because of the need of a qualifying determination such 
as a closing agreement, court decision, or the Commissioner’s disposition 
of a refund claim in order to enjoy a right to adjustment thereunder. 
Taxpayers will unnecessarily seek a determination for an open year rather 
than yield, because of the hope of later finding an inconsistency as to a 
given tax item. Taxpayers, like the Treasury, are not always and may 
never become conscious of their own tax inconsistencies. 

While section 3801 is intended primarily to enable the correction of a 
tax item in a year barred by the statute of limitations, neither the tax- 
payer nor the Treasury, as a practical matter, would assert it unless a tax 
advantage were in prospect. Though the application of the statute usually 
yields an advantage, its use may boomerang by opening the way to an 
assessment of a deficiency otherwise barred by the statute of limitations. 
For example, assume that a five-year advance rental is reported by an 
accrual-basis taxpayer on a prorated annual basis and not in full in the 
year of receipt, and that the year of actual receipt has been barred by the 
statute of limitations. In such case, if the taxpayer has entered into a 
qualifying determination as to some tax item in any of the subsequent 
years in which the payment is pro rata accrued, the otherwise barred 
deficiency could be made applicable to the year of the bunched rental in- 
come under this statute and a larger tax would result. It thus becomes 
risky to enter into a closing agreement, to institute a court tax proceeding, 
or to file a refund claim. 

The primary objection of the American Institute of Accountants to 
section 3801 is its omission to authorize adjustments in one of the most 
prevalent types of inconsistencies, namely, the double disallowance of de- 
ductions, i.e., where the Commissioner asserts a deficiency by disallowing 
a deduction which the taxpayer claims in the current year but erroneously 
failed to claim in a proper year now barred. 

Furthermore, it points out that for most tax returns no closing agree- 
ment, judicial contest, or refund claim occurs, and as a consequence the 
tax liability is closed either by the acceptance of the return or by the 
voluntary acknowledgment of additional tax or refund, and ultimately by 
the expiration of the statute of limitations. Yet there is no less occasion 
for adjustment in these situations than in cases falling within the scope of 
the statute, and, as a result, taxpayers are induced to be more litigious in 
order to procure a qualifying determination. On the other hand, section 
3801 discourages lump-sum settlements with the Treasury where several 
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issues of varying tax significance are involved, because some of the indi- 
vidual tax items may subsequently qualify under the section. 

Finally, the American Institute of Accountants is fearful that this 
remedial statute might unduly induce tax liabilities because of the in- 
consistencies of a related taxpayer. It believes the tax repercussions should 
be confined to transactions growing out of the relationship and possibly 
only by reason of the existence of the relationship, except for the husband 
and wife status. The least protection that such an involved taxpayer can 
be accorded is the right to intercede in his own behalf, because no taxpayer 
should be saddled with a liability in the determination of which he did not 
participate.** 

The New York State Society of Certified Public Accountants has also 
given section 3801 considerable thought. Its contribution to the subject 
is that the term “determination’”’ should be redefined to include (a) the 
Commissioner’s expressed acceptance of a tax return, and (b) the ex- 
pressed acquiescence by a taxpayer in the Treasury agent’s report and the 
payment of the demanded additional assessment, so that so many tax- 
payers may not be deprived of the benefits of this section.“ 


AN APPRAISAL 


Section 3801 has altogether too limited application. By and large the 
critical analyses made by tax practitioners of section 3801 have proven 
accurate. Time established the futility of remedying most of the hardships 
and inequities arising out of inconsistent tax treatment of items before 
and after the expiration of a pertinent statute of limitations even within 
the limited scope of this statute. 

Section 3760, amplified in the year 1938, authorized the Commissioner 
to conclude closing agreements in any internal revenue matter for a 
current or future taxable period.** It is one of the several prerequisites 
to the application of section 3801. It is certainly more readily available 
than a court decision or a refund claim. Furthermore, the Treasury, in a 
press release dated August 24, 1938, declared that closing agreements 
would be encouraged to give effect to this statute, and will not be applied 
to penalize taxpayers where an inconsistent position is taken inadvertently 
and withdrawn prior to a determination. The attempt to procure a closing 
agreement has been only too often disappointing because the Commissioner 


44 The Committee on Federal Taxation of the American Institute of Accountants re- 
peated its criticisms in substance in its annual reports on Sept. 18, 1939 and Oct. 14, 1940. 

45 Report of the Committee on Federal Taxation of the New York State Society of 
Certified Public Accountants, June 13, 1941. 

46 Mim. 4821, 1938-2 Cum. Bri. 254, has been superseded by Mim. 6383, 1949 
Int. Rev. Butt. No. 24 at 8, which gives in detail the interrelationship of I.R.C. §3760 
and I.R.C. §3801. 


5 
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would not consent to one if the tax issues involved are in litigation or in 
controversy. Consequently, the taxpayer would have to resort to the more 
costly and difficult prescribed procedures of arriving at a qualifying de- 
termination, such as a judicial decision or a refund claim. Where Treasury 
agents are cooperative the necessity of waiting for the expiration of the 
statute of limitations may be obviated by a closing agreement. 

In practice, lump-sum settlements have not been impeded to the extent 
anticipated by the potential impact of section 3801. This remedial statute 
is frequently considered as part of the transaction ; in some instances, it is 
reserved. 

The problem of the double disallowance of a deduction was not over- 
looked by the statute makers. Provision therefor was intentionally omitted 
by them because they were fearful that it might be abused by taxpayers 
who would want to take deductions in tax-advantageous years, and who 
would, upon failure, force the suspension of the statute of limitations 
so as to take the deduction in an earlier, proper year. It would seem, 
however, that the Commissioner could be protected against the arbitrary 
invasion of barred years by the test of good faith as to the error, or by 
prolonging for a fixed number of years the statute of limitations, as in 
the case of bad debts and totally worthless securities. 

The objections and criticisms raised by the American Bar Association, 
the American Institute of Accountants, and others are thought-provoking. 
They are substantially as valid today as when they were originally made 
and are practically as immune to substantial correction. Because of the 
limited scope of the statute, and of a general indifference or hostility to it 
by the Treasury and taxpayers, too few court decisions have been rendered 
thereunder in the decade of its history to develop and clarify its general 
purpose and meaning. Worse still, the failure to implement it widely has 
arrested ample development of Treasury administrative practice and policy 
for it. 

No analysis of the problem of mitigating the adverse effects of the 
statute of limitations would be complete without commenting on the 
methods that have been proposed as the alternative to section 3801. They 
are three in number: 

(1) Statutory Estoppel. The desirability of broadening the principle 
of tax estoppel is offset by the aforementioned difficulties of application 
and by the fundamental objection that the tax error is preserved and never 
corrected.*” 

(2) Tax Equity Tribunal. Such an administrative agency would have 
the power to disregard the statutes of limitations and annual periods.“ 

47 Tyler and Ohl, The Revenue Act of 1934, 83 U. or Pa. L. Rev. 607 (1935). 


48 Jackson, Equity in the Administration of Federal Taxes, 13 Tax Mac. 641, 645 
(1935). . 
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(3) Corrective Adjustment. The acceptance of this proposal would en- 
tail granting the taxing authorities, whenever a determination of taxable 
income is made for the current year, the right to correct errors with 
respect to income or deductions which were uncovered for a previous 
year.*® It must be acknowledged that some Treasury agents, when cog- 
nizant of the propriety of the application of section 3801, are generous 
enough to give effect to it in their settlements of tax issues without obliging 
taxpayers to undertake the otherwise cumbersome procedure pertaining 
thereto. 

A primary cause for the shortcomings of section 3801 is the ineffective- 
ness of section 3760 to provide a qualifying determination. [irst, the 
Commissioner has been reluctant to enter into a section 3760 closing 
agreement where fundamental tax issues were in controversy or in litiga- 
tion, which is usually the situation. Second, despite the specific permissive 
language of the statute, the Commissioner has never in advance authorized 
an official of the Bureau of Internal Revenue, including the field service, 
to entertain such an agreement subject to the final approval of superiors. 
Finally, the procedure for procuring a section 3760 closing agreement is 
so complicated and cumbersome, that for the fiscal year ended June 30, 
1947, only 124 were received by the Technical Staff, and of that number 
only 109 were disposed of or finally effected.°° Only an indeterminate 
fraction of these was preparatory to the use of section 3801. 

In a section 3760 undertaking, the Income Tax Unit prepares the 
necessary Form 906 at the request of the taxpayer. The Closing Agree- 
ment and the Chief Counsel’s Committees pass on it for the future and 
past tax effects, respectively, of the proposed solution to the controversy. 
If the taxpayer concurs in their findings, the Commissioner and Chief 
Counsel record their official approvals on Form 866. Then the Office of 
Secretary of the Treasury renders the final formal approval and instructs 
the taxpayer to that effect. One wonders that even so small a number of 
section 3760 agreements were consummated in the last reported govern- 
ment fiscal year. 

During the same government fiscal year ended June 30, 1947, of the 
291,146 additional assessments of income and excess profits taxes, 280,258 
were settled by the Internal Revenue Agent in Charge and the Technical 
Staff without the need of statutory notice of deficiency. Such conduct is 
a tribute to Treasury officials and taxpayers alike for their willingness 
to respect one another’s rights and obligations, and their readiness to 
compromise their genuine tax controversies. 


49 Macitt, TAXABLE INCoME 187 (1936). The 1945 edition of this book discloses a 
willingness on the part of the author to experiment further with I.R.C. §3801. Pepper, 
A Suggestion for the Revenue Act of 1938, 16 Tax Mac. 87 (1938). 

50 Comm’rR Int. Rev. ANN. Rep. No. 3153 (Treas. Dept. June 30, 1947). 
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One solution to the problem of giving taxpayers and the Treasury 
some relief from the hardships of the statutes of limitations, closing 
agreements, and court decisions, is (a) to amend section 3760 so as to 
give the Revenue Agents in Charge and the Heads of the Technical Staffs 
the right and authority to make final and conclusive settlements, and (b) 
to substitute for section 3801 a broad equitable provision permitting these 
same Officials to remedy the adverse effects of statutes of limitations, 
closing agreements, and court decisions. 

Another proposal is the one advanced currently by the American Bar 
Association." In order to insure legislative success its Committee on 
Section 3801 has been conferring with the Treasury with a view to ef- 
fecting agreement on changes. This situation accounts for the fact that the 
recommendations are not so drastic and so fundamental as some would 
prefer. 

At present, where one taxpayer is taxed on an item of income which 
had been erroneously paid by another taxpayer, section 3801 affords relief 
only in a limited number of “related” situations °’ at the time of their 
respective reporting. As a consequence, “non-related” taxpayers who paid 
tax in error may be barred by a statute of limitations from recovering it. 
The American Bar Association advises that where any two taxpayers pay 
taxes on the same item, the one who paid it erroneously should be entitled 
to relief. On the other hand, should the Commissioner seek to assess a 
deficiency by disallowing a deduction or by compelling the inclusion of 
an item, the Association’s recommendation would restrict this opportunity 
to the existing “related” taxpayers at the time the inconsistent position 
was first maintained in order not to disturb normal business transactions 
and activities. 

The most prevalent criticism of section 3801 since its enactment has 
been its omission to correct the double disallowance of deductions. The 
primary difficulty has always been the danger of the taxpayer’s abusing 
the purpose of the section by taking a deduction in the current year because 
of its tax advantage without much risk, knowing that it can be reallocated 
in the event of failure to an earlier and proper year though it might be 
otherwise barred by a statute of limitations. As to this situation, the 
American Bar Association proposes a correction in those cases only where 
the deduction has been erroneously taken in good faith in a return filed 
in the time within which the taxpayer could have filed a claim for refund 
for the year in which he failed to take the deduction. This relief is afforded 
any taxpayer, including a taxpayer who takes the deduction while acting 





51 Report of the Committee on Section 3801, Section of Taxation, Program and Com- 
mittee Reports, A.B.A. Rep. 104 (Sept. 4-8, 1949). This report is a temporary and 
interim one. 

52 Supra note 39. 
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in a different capacity. The necessary inconsistent position for this relief 
is inferred from the disallowance of the deduction in the year in which 
it is incorrectly taken. 

The matters of broadening the term “determination” and of defining 
the term “item” are still under advisement by the Association because of 
failure to come to agreement at this time with the Treasury. 

The current specific recommendations of the Committee on section 3801 
of the American Bar Association, as officially announced on September 4, 
1949 are as follows. They are considered at this time as suggestive only 
and are intended only to stimulate constructive thinking. 

Section 3801(a)(3) of the Internal Revenue Code is proposed to be 
amended as follows: 

(3) ReELatep TAxPAyEeR.—The term ‘related taxpayer’ means a taxpayer 
who, with the taxpayer with respect to whom a determination specified in sub- 
section (b) [(1),] (2), (3), or (4) is made, stood, in the taxable year with 
respect to which the erroneous inclusion, exclusion, omission, allowance, or 
disallowance therein referred to was made, in one of the following relation- 
ships: (A) husband and wife; (B) grantor and fiduciary ; (C) grantor and 
beneficiary ; (D) fiduciary and beneficiary, legatee, or heir; (E) decedent and 
decedent’s estate; or (F) partner. (omitted matter bracketed) 


Section 3801(b)(1) of the Internal Revenue Code is proposed to be 
amended as follows: 

(1) Requires the inclusion in gross income of an item which was errone- 
ously included in the gross income of the taxpayer for another taxable year or 
in the gross income of [a related] any other taxpayer; or (new matter in 
italics ; omitted matter bracketed) 


Section 3801(b) of the Internal Revenue Code is proposed to be 
amended by adding the following at the end of subsection (b) (5) : “; or.” 

Section 3801 of the Internal Revenue Code is proposed to be amended 
by adding the following as a new paragraph to subsection (b) : 

(6) Disallows a deduction or credit which is allowable to any other taxpayer 
for the same taxable year, or to the taxpayer or any other taxpayer for another 
taxable year, if a claim for refund for such other taxable year would have 
been within the period of limitations if filed at the time the taxpayer first 
maintains in a return, claim for refund, or petition (or amended petition) to 
the Tax Court of the United States the right to the deduction or credit for the 
taxable year with respect to which the determination is made. ... (new 
material in italics) 


Section 3801(b) of the Internal Revenue Code is proposed to be 
amended by inserting the following words before the sentence beginning 
“Such adjustment shall be made. . .”: 


Except in cases described in paragraph (6) of this subsection, such adjust- 
ment shall be made only if there is adopted in the determination a position 
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maintained by the Commissioner (in case the amount of the adjustment would 
be refunded or credited in the same manner as an overpayment under sub- 
section (c)) or by the taxpayer with respect to whom the determination is 
made (in case the amount of the adjustment would be assessed and collected 
in the same manner as a deficiency under subsection (c)), which position is 
inconsistent with the erroneous inclusion, exclusion, omission, allowance, dis- 
allowance, recognition, or nonrecognition, as the case may be. In case the 
. . . » (new material in italics) 
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Notes 


Some Economic and Legal Aspects of a Flexible Fiscal Policy.’ 
Economists concerned with the problem of maintaining economic stability are 
accepting in ever increasing numbers the proposal that the Federal Govern- 
ment adopt a compensatory fiscal policy.? Inspired by John Maynard Keynes,° 
and developed and elaborated upon by Alvin H. Hansen* and many other 
economists,® the proposal for a compensatory fiscal policy, stated briefly, con- 
templates the changing of income tax rates and/or exemptions whenever it 
appears economically advisable to increase or decrease the nation’s aggregate 
net income after income taxes. If the trend of employment and business 
activity is downward or deflationary, it is proposed that under a flexible fiscal 
policy Government would “untax,” thus seeking to leave more income in the 
economy, recreate demand, and prevent a further decline; if the trend is 
toward inflation, it is intended under a flexible fiscal policy to increase income 
taxes and thus to reduce income, limit demand, and curtail the inflationary 
spiral.* Fhe purpose of this note is to ascertain whether under our constitu- 


1A paper bearing the same title as this note was prepared for a course in Economic 
Research given at Western Reserve University Graduate School by Dr. Dallas Young 
during the 1949-1950 Winter Session. For purposes of this note, Part II of the paper, 
captioned Some Economic Aspects of a Flexible Fiscal Policy, has been condensed into 
a single introductory paragraph. 

2 Godfrey N. Nelson recently asserted in a New York Times news article headlined 
Tax Policy Advised to Steady Income, that “Economists generally agree that flexibility 
in the main source of federal revenues .. . is essential as a fiscal policy in order to 
attain economic stability over a long period of time.” N. Y. Times, Dec. 4, 1949, §3, p. 1, 
col. 4. The occasion for Mr. Nelson’s news article was the release of a statement out- 
lining fiscal policy for the near future, unanimously approved by the National Planning 
Association, which was contained in the Association’s Joint Committee on the Economic 
Report on monetary, credit, and fiscal policies, released November 15, 1949. The Asso- 
ciation’s Report was submitted to Senator Paul Douglas’ subcommittee on monetary, 
credit, and fiscal policy of the Congressional Joint Committee on the Economic Report 
(see N. Y. Times, Sept. 24, 1949, §3, p. 8, col. 2) and has recently been published under 
the title Federal Expenditure and Revenue Policies, Hearings before the Joint Committec 
on the Economic Report, 81st Cong., Ist Sess. (1949). It was also reprinted in Am. 
Econ. Rev. (1949). 

8 See Keynes, THE GENERAL THEORY OF EMPLOYMENT, INTEREST, AND MONEY 
96-97 (1935). 

4 HANSEN, Economic Poticy AND Fut, EmMpLoyMENT 11-12 and 140-42 (1947). 

5 ALLEN AND BROWNLEE, Economics oF Pusiic Finance 70, 189-90, 297 (1947). 
See also Groves, Postwar TAXATION AND Economic Procress (1946) and Propuction, 
Joss AND Taxes (1944); Appa P. Lerner, THE Economics or Controt (1944); 
HoHMAN AND MACHLUP, FINANCING AMERICAN Prosperity (1945), and BEvVERIDGE, 
FuLtt EMPLOYMENT IN A FREE Society (1945). 

® Notes 2 through 5 supra, The technique is described as “formula flexibility” in the 
National Planning Association Report and contemplates the possibility of varying both 
the period for which unemployment compensation is paid and income tax rates and 
exemptions. 
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tional system there are legal inhibitions which prevent adoption of the pro- 
posal for a flexible fiscal policy through executive or administrative modifica- 
tion of income tax rates and/or exemptions under statutory authorization. 


CONSTITUTIONAL CONSIDERATIONS 
Article I, Section 8, of the Federal Constitution expressly states : 


The Congress shall have power to lay and collect taxes, duties, imposts and 
excises, to pay the debts and provide for the common defense and general 
welfare of the United States; but all duties, imposts and excises shall be 
uniform throughout the United States. 


Similarly, the Sixteenth Amendment to the Federal Constitution provides : 


The Congress shall have power to lay and collect taxes on incomes, from 
whatever source derived, without apportionment among the several states, and 
without regard to any census or enumeration. 


Since the Supreme Court’s decision in United States v. Butler’ made it 
clear that the general welfare clause contained in the basic taxing power 
granted to Congress by the Constitution, does amplify the taxing power and 
extends the purposes of spending beyond the narrow fields of the enumerated 
powers into the “general welfare” area, there is little difficulty with the propo- 
sition that Congress’ power to tax incomes may be used by Congress for the 
“general welfare.” However, the proposal for a flexible fiscal policy contem- 
plates the changing of rates and/or exemptions by the President or by an 
executive department or administrative agency rather than by Congress itself.® 
This is a consequence of the inherent necessity under the proposal for periodic 
surveying of current economic conditions and the timing of appropriate modi- 
fications.® The legal question that arises is therefore whether under the Fed- 
eral Constitution Congress may, through “rule making” power, delegate its 
legislative tax power to the President or to an executive department or admin- 
istrative agency to an extent necessary to make it possible for the recipient of 
the delegated power to increase or decrease income tax rates and/or ex- 
emptions. 

The general incentives for the delegation of legislative power were recently 
described as follows: 


With the extension of governmental authority it has become impossible for 
Congress to have either the time or the expert knowledge for making minute 
regulations. The complexity of industrial and social problems necessitates 
the use of technical experts in the constant detailed adjustment of govern- 
mental regulations to changing conditions. In the early history of the United 
States there was substantial delegation of power to the President. It later 


7297 U.S. 1, 64-65 (1936). 

8 Notes 2, 4, and 5 supra. 

® See ALLEN AND BROWNLEE, op. cit. supra note 5, especially at 115 through 125. Profes- 
sor Hansen had suggested that rates and/or exemptions might be reviewed and changed, 
if employment and other economic barometers so indicated, at three-month or quarterly 
intervals. See also HANSEN, op. cit. supra note 4, at 141-42. 
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was extended to subordinate officials. There was a marked increase in the 
practice during the Civil War and Reconstruction Periods. The development 
of the independent regulatory commissions commencing with the Interstate 
Commerce Commission in 1887 marked the extension of quasi-legislative and 
quasi-judicial authority in an agency which was more nearly the tool of the 
legislature. In the twentieth century, highlighted by two major wars and the 
period of New Deal legislation the practice of delegating discretion to the 
President, to subordinate officials, to commissions and even to private groups 
has greatly increased. . . .*° 





Delegation of legislative power has been the subject of a number of im- 
portant constitutional cases. The first really pertinent one, Hampton & Co. v. 
United States,’ decided several years prior to the New Deal era, presents the 
legal arguments for delegation of legislative power and traces a few of the 
earlier cases. The Hampton case is, however, of particular interest here 
because it involved the so-called flexible tariff provision of the Tariff Act of 
1922. The Act in section 315(b) authorized the President, then Calvin Coo- 
lidge, with the aid of advisers, to determine differences in cost of production 
in the United States and abroad, and to make such increases or decreases in 
duty rates as were found necessary t6 equalize the cost of production at home 
and abroad. Significantly enough, it was argued to the Court by counsel for 
Hampton that “If the flexible tariff is sustained, Congress can commit the 
ascertainment of the actual rate of every federal tax the citizen must pay, on 
income, on inheritance, on customs, on everything, to the choice, judgment, 
and discretion of executive functionaries. This is the revolution in the Ameri- 
can system of taxation for which this so-called flexible tariff opens the door.” 
(emphasis added) *? Chief Justice Taft, who delivered the majority opinion, 
stated : 

. . . If Congress shall lay down by legislative act an intelligible principle 
to which the person or body authorized to fix such rates is directed to con- 
form, such legislative action is not a forbidden delegation of legislative power. 
If it is thought wise to vary the custom duties according to changing conditions 
of production at home and abroad, it may authorize the Chief Executive to 
carry out this purpose, with the advisory assistance of a Tariff Commission 
appointed under Congressional authority. This conclusion is amply sustained 
by a case in which there was no advisory commission furnished the Presi- 
dent—a case to which this court gave the fullest consideration nearly forty 
years ago. [citing] Marshall Field & Co. v. Clark, 143 U.S. 649, 680. (em- 
phasis added) ** 


In 1935, seven years later, the Supreme Court in Panama Refining Com- 
pany v. Ryan™ for the first time declared invalid an act of Congress on the 
basis of illegal delegation of legislative authority to the President. The Court 
had before it section 9(c) of the National Industrial Recovery Act of 1933 


10 Post, DELANCEY, AND Darsy, Basic CoNsTITUTIONAL Cases 132-33 (1948). 
11 276 U.S. 394 (1928). 

1272 L.ed. 624, 625 (1928). 

13 Jd. at 409-10. 

14293 U.S. 388 (1935). 
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in which Congress had authorized the President to forbid the shipment in 
interstate commerce of oil produced or transported in violation of state law. 
No standards were set either in section 9(c) or elsewhere in the Act as to the 
conditions under which the President was to exercise his authority. The Court 
by an eight to one decision held the delegation to be unlimited in scope and in 
violation of the doctrine of separation of powers, even though the Act applied 
to only one clearly defined subject and permitted only two choices on the 
part of the President, namely, to prohibit or not to prohibit the shipment of 
“hot oil” in interstate commerce. Chief Justice Hughes distinguished the 
situation from the Hampton case by expressly finding that the Act set up no 
standard for the exercise of the authority sought to be delegated. He said: 


Thus, in every case in which the question has been raised, the Court has rec- 
ognized that there are limits of delegation which there is no constitutional 
authority to transcend. We think that §9(c) goes beyond those limits. As to 
the transportation of oil production in excess of state permission, the Congress 
has declared no policy, has established no standard, has laid down no rule. 
There is no requirement, no definition of circumstances and conditions in 
which the transportation is to be allowed or prohibited.*® 


On similar grounds the Court struck down other provisions of the National 
Industrial Recovery Act as unconstitutional in Schechter Poultry Corpora- 
tion v. United States.° While Justice Cardozo had dissented in the Panama 
Refining case on the ground that “Discretion is not unconfined and vagrant. 
It is canalized within banks that keep it from overflowing,” *” he wrote a sepa- 
rate concurring opinion in the Schechter case. He declared: 


. . . Here, in the case before us, is an attempted delegation not confined 
to any single act nor to any class or groups of acts identified or described by 
reference to a standard. Here in effect is a roving commission to inquire into 
evils and upon discovery correct them.'® 


As a result of the Panama Refining and Schechter cases, care has been 
taken to write into subsequent legislation statements of standards by which 
the chief executive or the administrators are to be guided in exercising their 
delegated power. Several times since, “standards” statutes involving the ques- 
tion of delegation have been before the Supreme Court and in general 
approved. One example in the field of agriculture is Mulford v. Smith.'® 
Again, in Yakus v. United States,?° the Supreme Court held that Congress in 
enacting the Emergency Price Control Act of 1942 had not delegated illegal 
authority to the Price Administrator when it authorized him to set prices 
which would meet the broad standard of being “generally fair and equitable.” 
Similarly, in Opp Cotton Mills v. Administrator of Wage and Hour Division," 


15 Jd, at 430. 

16 295 U.S. 495 (1935). 
17 Note 14 supra, at 440. 
18 Note 16 supra, at 551. 
19 307 U.S. 38 (1939). 

20 321 U.S. 414 (1944). 
21 312 U.S. 126 (1941). 
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the Fair Labor Standards Act of 1938 was upheld on the matter of delegation. 
The Act had authorized an administrator to set up a minimum wage after 
consultation with representatives of the industry, investigation of wages in 
the industry, and holding public hearings. 

An interesting example in the monetary-credit-securities area of use of a 
flexible rate is found in sections 7 and 8(a) of the Securities Exchange Act 
of 1934.*? Acting pursuant to the authority granted by Congress, “For the 
purpose of preventing the excessive use of credit for the purchase or carrying 
of securities, the Board of Governors of the Federal Reserve System,” ** in 
an effort to combat inflation during and immediately following World War II, 
has on a number of occasions varied the maximum loan value of securities. 
During 1945 three different rates were in effect. Until February 5, 1945 the 
margin requirement was 40 per cent.** Effective on that date the margin 
percentage was increased to 50 per cent of the market value of the securities 
involved.”> As of July 5, 1945 the margin figure was increased once more, 
this time to 75 per cent.** Approximately six months later, on January 21, 
1946, it was further increased to 100 per cent, thus in effect prohibiting margin 
trading and placing securities transattions between broker-dealers and their 
customers on a cash basis.”" As the inflationary pressures eased, the margin 
required was reduced to 75 per cent on February 1, 1947,?* and since 
March 30, 1949 it has stood at 50 per cent.*® The constitutionality generally 
of the margin regulation, Regulation T, and sections 7 and 8(a) .of the Securi- 
ties Exchange Act of 1945 were upheld in United States v. McDermott.®° 

Under the authority of the flexible tariff or Hampton case it is submitted 
that Congress could constitutionally delegate power to change income tax 
rates and/or exemptions, provided that the delegating statute prescribed a 
standard and range within which discretion, was to be exercised as re- 
quired by the Schechter case and subequent cases interpreting the Con- 
gressional power to delegate. Even so, consideration should be given to the 
Administrative Procedure Act of 1946,** since it might govern the manner in 
which the President or the designated executive department or administrative 
agency could exercise any properly delegated power. 





2248 Strat. 886 (1934), 15 U.S.C. §§78g and 78h(a). 

23 48 Stat. 886 (1934), 15 U.S.C. §78g(a). 

24 See 12 Cope Fep. Recs. §220.8(a) (1938). 

2512 Cope Fen. Recs. §220.8(a) (Supp. 1945). 

26 12 Cove Fep. Recs. §220.8(a) (Supp. 1945). 

2712 Cope Fep. Recs. §220.8(a) (Supp. 1946). 

2812 Cope Fep. Recs. §220.8(a) (Supp. 1947). 

2912 Cope Fen. Recs. §220.8(a) (Supp. 1949). 

80131 F.2d 313 (C.C.A.7th 1942), cert. denied, 318 U.S. 765 (1943). It should be 
noted, however, that the 1942-1943 decision on constitutionality was rendered prior 
to the changing of maximum loan value in 1945, and consequently the administrative 
exercise of power to change was not specifically before the Court 

8160 Srat. 237 (1946), 5 U.S.C. §§1001-11. 
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ADMINISTRATIVE PROCEDURE ACT 


Irrespective of whether Congress should delegate its power to the Presi- 
dent or to an executive department or administrative agency, the Administra- 
tive Procedure Act would ordinarily be applicable, for the term “agency” as 
defined in section 1(a) of the Act reaches both the President and executive 
departments and administrative agencies.** Section 3(a)(3) of the Act pro- 
vides in general for notice and publication by the “agency” with respect to 
proposed “rule making” of “either the terms or substance of the proposed 
rule or a description of the subjects and issues involved,” ** and prescribes 
in section 3(b) the procedure to be followed in connection with rule making.** 
Section 3(c) stipulates that “The required publication or service of any sub- 
stantive rule (other than one granting or recognizing exemption or relieving 
restriction or interpretative rules and statements of policy) shall be made not 
less than thirty days prior to the effective date thereof except as otherwise 
provided by the agency upon good cause found and published with the rule.” ** 
Any doubt as to whether a change of income tax rates and/or exemptions 
would constitute “rule making” is resolved by section 1(c) of the Act. It 
defines the terms “rule” and “rule making” as follows: 


‘Rule’ means the whole or any part of any agency statement of general or 
particular applicability and future effect designed to implement, interpret, or 
prescribe law or policy or to describe the organization, procedure, or practice 
requirements of any agency and includes the approval or prescription for the 
future of rates, wages, corporate or financial structures or reorganization 
thereof, prices, facilities, appliances, services, or allowances therefor or of 
valuations, costs, or accounting, or practices bearing upon any of the fore- 
going. ‘Rule making’ means agency process for the formulation, amendment, 
or repeal of a rule. (emphasis added) *° 


82 Section 1(a) defines “agency” to include “each authority (whether or not within or 
subject to review by another agency) of the Government of the United States other than 
Congress, the Courts, or the governments of the possessions, territories, or the District 
of Columbia. . . .” 60 Strat. 237 (1946), 5 U.S.C. §1001(a). Professor Hansen and the 
National Planning Association apparently contemplate delegation to the President 
(notes 2 and 4 supra), while E. D. Allen and O. H. Brownlee use the general term 
“agency” in speaking of the recipient of the delegated power (note 9 supra). See also 
Att’y Gen. Comm. Ad. Proc., Administrative Procedure In Government Agencies, SEN. 
Doc. No. 8, 77th Cong., Ist Sess. 100-101 (1941), which excludes from the concept of 
administrative procedure certain types of rule making powers delegated to the President 
by Congress. In general, the excluded types embrace various exceptional or extraor- 
dinary powers granted in emergencies, and lose their exceptional or emergency character 
when employed for frequent routine use. Thus, as the Committee Report points out, when 
the power to vary the law as to imports and import duties, once given only to the 
President to combat foreign discrimination or involvement in foreign wars, was changed 
to permit regularized, rather than exceptional, use, the United States Tariff Commission 
was established and its procedures subjected to the more ordinary rule making procedures 
which fell within the Committee’s study and the Administrative Procedure Act. 

8360 Stat. 238 (1946), 5 U.S.C. §1003(a) (3). 

8460 Stat. 238 (1946), 5 U.S.C. §1003(b). 

35 60 Strat. 238 (1946), 5 U.S.C. §1003(c). 

3660 Stat. 237 (1946), 5 U.S.C. §1001(c). 
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It follows that, unless in a given instance the modification of income tax 
rates and/or exemptions involves a lowering of the amount of income tax 
to be paid so as to constitute “granting or recognizing exemption or relieving 
restriction” within the meaning of section 3(c), there ordinarily must be a 
delay in deference to the Administrative Procedure Act of at least 30 days 
before a change in rates and/or exemptions. As a result, while it would be 
possible to reduce income taxes almost immediately, it would take at least 
30 days to increase income taxes in the usual situation. This means that, in 
the absence of special dispensation under the section 3(c) clause providing 
for avoidance of the 30-day notice provision in cases of “good cause,” a 
change directed at an inflationary trend would become operative somewhat 
later than one aimed at a deflationary trend. However, apart from recourse 
to any exceptional or extraordinary ‘“‘rule making” powers of the President,*’ 
the “good cause” clause appears to afford at least a possibility for quick action 
to counter a sharp inflationary spiral. 

It therefore appears that statutory authority for the undertaking by the 
President or an executive department or administrative agency of a flexible 
fiscal policy would not be frustrated by constitutional inhibitions or impedi- 
ments incident to administrative procedure. 





—FRANK D. EMERSON * 


Partnership Income: Allocation to Proper Accounting Period on 
Death of Partner. For the year in which his decedent dies an executor 
ordinarily files two income tax returns—one for the decedent showing his 
taxable income for the period ending with the date of his death and another 
for the estate showing the taxable income of the estate for the balance of the 
year. Often the problem of apportioning the income for the year is not a 
difficult one, but where the decedent was a member of a partnership the 
executor may find himself confronted with a situation which, in the present 
state of the authorities, can only be resolved by the toss of a coin. 

This situation arises from what must be a relatively common arrangement 
among partners: the partnership agreement provides that in the event of 
death of a partner, the partnership shall not be dissolved but shall continue 
until the end of the partnership year, and the interest of the deceased partner 
in the firm shall continue until the end of such year, at which time it shall be 
calculated on the basis of the entire year’s operations and paid over to the 
decedent’s personal representatives. When payment of the deceased part- 
ner’s interest is received by the estate, a question arises as to the proper allo- 
cation between the decedent and his estate of the portion of the payment 


87 Note 32 supra. 

* Interpretative Attorney for the Cleveland Regional Office of the Securities and Ex- 
change Commission. The opinions expressed are the writer’s, and not necessarily those 
of the Commission or any other department, agency, or officer of the Federal Gov- 


ernment. 
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representing the decedent’s share of the firm profits. Two lower courts have 
answered this question in different ways. The Tax Court holds that the 
decedent’s share of the partnership profits for the whole partnership year is 
income to the estate.1 The District Court for the Eastern District of Penn- 
sylvania has determined that the decedent’s final return must include as 
income his proportionate share of the partnership profits earned from the 
beginning of the partnership year through the date of his death.? In both the 
Mnookin and Girard cases the partnership was on a fiscal year basis, and the 
decedent, on a calendar year basis, died on a date falling after the close of a 
partnership fiscal year ending within his taxable year. The result in the 
Girard case was to bunch up partnership income earned over a period of 
sixteen and one-half months in the decedent’s final return. 

The contradictory conclusions reached in these two cases stem directly from 
the judicial uncertainty as to when a partnership is to be treated as a taxable 
entity distinct from its members and when it is to be treated as merely an 
aggregate of separate taxpayers. In the Mnookin case the Tax Court, follow- 
ing a decision of the Fifth Circuit,* held that a partnership existing under an 
agreement similar to the one under discussion continued to exist as such despite 
the death of one of the members. Therefore, reasoned the Court, no taxable 
year of the partnership ended with the decedent’s death ; and, since section 188 
of the Internal Revenue Code requires a partner to include as income for his 
taxable year only his distributive share of partnership income “for any taxable 
year of the partnership” ending within or with his taxable year, the decedent 
could not be required to include in his final return any portion of the partner- 
ship income earned from the beginning of the partnership’s fiscal year in 
which he died through the date of his death. Since the partnership agreement 
provided that the estate succeeded the decedent as partner, the Court did not 
share the Commissioner’s concern that the income might go untaxed—‘‘Under 
the provisions of section 182 of the Code the estate must include these earn- 
ings in its income for 1944. . . .” The Tax Court thus treated the partnership 
earnings in the hands of the estate much the same as it would have treated 
dividends on corporate stock owned by the decedent, such dividends having 
been declared and paid after decedent’s death out of profits earned prior 
thereto. 

The approach of the District Court is quite different. It refuses to adopt 
the entity concept and holds that “as the partnership earns income, the part- 
ners, in their proportionate shares, earn it.” The decedent, having earned 
the income, cannot be relieved from tax on it by virtue of an agreement which 
in effect constitutes an assignment of income. “The recognition of a separate 
‘taxable year’ for the partnership,” says the Court, “is basically an account- 
ing expedient, and the administrative difficulties occasioned by the adjust- 


1 Estate of Samuel Mnookin, 12 T.C. 744 (1949), on appeal by Commissioner to 
C.C.A.8th. 

2 Girard Trust Company, et al., Executors v. United States, 86 F. Supp. 816 (E. D. Pa. 
1949). 

3 Henderson’s Estate vy. Comm’r, 155 F.2d 310 (C.C.A.5th 1946). 
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ments upon a partner’s death are insufficient . . . to induce an aberration 
from the basic principle of taxing income.” The District Court thus holds 
that a deceased partner may be taxed on income to which he is not entitled at 
the time of his death and which his estate may never receive because of part- 
nership losses occurring thereafter.* 

The result in the Mnookin case, viz., the taxation to the deceased partner’s 
estate of partnership income earned prior to the death of the partner, gives 
limited recognition at least to the principle that it is the partnership, not the 
partners, which earns the income. Such a principle seems to be contrary to 
the mandate of section 182 that a partner is taxable upon his distributive share 
of the partnership net income “whether or not distribution is made to him,” 
and certainly it is contrary to the judicial interpretation of that mandate con- 
tained in a long line of cases.° The District Court is probably right when it 
says that “as the partnership earns income, the partners, in their proportionate 
shares, earn it.” 

Had the Mnookin case been decided prior to the Fifth Circuit Court’s 
decision in the Henderson case, the decision would probably have favored the 
Commissioner. In the Henderson case itself, the Tax Court, following its own 
decisions,® held that the deceased partner’s proportionate share of a partner- 
ship loss incurred prior to the partner’s death could not be used to offset the 
income received from the partnership by the estate during the period following 
the partner’s death to the end of the partnership’s taxable year.’ But the 
Tax Court’s reasoning in reaching this conclusion was not the same as the 
District Court’s in the Girard case. Where, pursuant to a provision in the 
articles of partnership, a partnership is carried on after the death of a part- 
ner, said the Tax Court, there is in law a new partnership. The old partner- 


4 The facts in the Girard case show that shortly after November 15, 1942, the date of 
death, the surviving partners audited the partnership accounts and determined the 
decedent’s share of the profits accrued to the partnership from July 1, 1942 (the beginning 
of the partnership’s fiscal year) to November 15, 1942, to be $55,559.86. The amount of 
partnership profits for the partnership’s whole fiscal year, July 1, 1942 to June 30, 1943, 
received by the estate was only $49,284.33. The Court makes some point of the fact that 
there was an audit of the partnership books after the decedent’s death to determine the 
amount of profits attributable to him. The audit was probably made to enable the 
executors to file the decedent’s final return which included as income his share of the 
partnership profits so determined. The language quoted from the opinion, however, makes 
it reasonably certain that the Court’s decision would have been the same had there been 
no audit. 

5In Rossmoore v. Comm’r, 76 F.2d 520 (C.C.A.2d 1935) Judge L. Hand states: 
“The revenue acts from 1913 forward ... have consistently retained the common law 
view, treating all income of the firm as taxable to the partners, whether distributed or 
not; and ignoring the firm as a taxpayer except for purposes of information.” See also 
Maurice L. Goldman, et al., Executors, 15 B.T.A. 1341, 1345 (1929); Helvering v. 
Enright, 312 U.S. 636 (1941) ; Comm’r v. Lehman, 165 F.2d 383, 385 (C.C.A.2d 1948). 
Cf. United States v. Grahame Wood, et al., Executors, 8 F. Supp. 939 (E. D. Pa. 1934). 

6 Maurice L. Goldman, et al., Executors, supra note 5; Clarence B. Davison, et al., 
Executors, 20 B.T.A. 856 (1930). 

7 Estate of Hunt Henderson, 4 T.C. 1001 (1945). 
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ship having ceased to exist with the death of the partner, its taxable year 
necessarily closed therewith. The statute prescribes that the partner shall 
include as income his distributive share of partnership income for any taxable 
year of the partnership ending with or within his taxable year. Therefore, 
the deceased partner is liable for tax on his share of partnership income 
earned up to the time of his death.® 


8 The Tax Court in the Henderson case (4 T.C. 1001, 1005) did not explicitly say that 
the taxable year of the partnership ended with the death of the partner; nevertheless, 
that that is what it meant to say is evident from the statement in the opinion that, 
“if the partnership business is continued after the death of a partner pursuant to the 
articles of partnership there is in law a new partnership, the old partnership having been 
necessarily terminated by the partner's death.” (italics supplied) Moreover, in the 
Mnookin case the Tax Court interpreted the opinion of the Fifth Circuit in the 
Henderson case as holding that “no tax year ended for the partnership with the death 
of the decedent,” clearly implying that it considered its own opinion in the Henderson case 
as holding that the partnership’s taxable year had so ended. 

The matter may not be wholly free from doubt, however, as is evidenced by the fact 
that the Tax Court regarded the Henderson case as being on all fours with Clarence B. 
Davison, supra note 6. In the latter case the partnership and the deceased partner both 
were on a calendar year basis, as was the case in Henderson, and the fact that the 
partnership business was to be continued by the surviving partners until the end of the 
partnership’s accounting period was held not to preclude the allocation of a part of the 
partnership profits for the year to the period when the decedent was alive and a part 
to the period after his death. But this result was not based on a determination that the 
taxable year of the partnership had ended with the death of the decedent. Since both 
the partner and the partnership were on a calendar year basis, their accounting periods 
were “identical” said the Board. It is clear from the opinion that if the partnership ac- 
counting period had lapped over into the calendar year following the year in which the 
decedent died, the Board would have followed its decision in R. W. Archbald, Jr., et al., 
Executors, 4 B.T.A. 483 (1926), and held that the decedent’s share of partnership profits 
earned from the close of the partnership’s fiscal year ending in the year of the decedent’s 
death to the date of his death would not have been includible in his final return even 
though such profits would not have been income to the decedent’s estate. In R. W. 
Archbald, Jr., supra, the Board had specifically held that where the business of the 
partnership was continued after the death of a partner, the partnership’s taxable year 
was not shortened to an accounting period terminating with the death of a partner. At 
the time of its Davison decision the Board had followed the Archbald dictum in Abe J. 
DeRoy, et al., Executors, 19 B.T.A. 452 (1930), and was to do so again in Guaranty 
Trust Company of New York v. Comm’r, 34 B.T.A. 384 (1936). 

The Archbald, DeRoy, and Guaranty Trust Company cases each involved a partner- 
ship on a fiscal year basis and the death of a partner, who was on a calendar year basis, 
on a date following the close of the partnership’s fiscal year ending within the year in 
which the partner died. In each case the Board thought that, to tax the deceased part- 
ner or partnership income earned after the close of the partnership’s fiscal year, thereby 
piling up income earned over a period of more than twelve months, would require 
“our violation of the basic tenet of income tax law that such tax is assessed on the basis 
of a period of twelve months.” Guaranty Trust Company of New York v. Comm’r, supra, 
at 388. The Commissioner had argued in the three cases that the death of the partner dis- 
solved the partnership and that the dissolution of the partnership terminated its taxable 
year. Only by disagreeing with this contention could the Board logically hold as it 
did, since the statute relating to the taxation of partners, in force at the time, provided 
in effect, as section 188 now provides, that the partner must include as income his dis- 
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The Tax Court, since it is now unable to spell out a termination of the 
partnership’s taxable year where the partnership agreement provides for a 
continuance, after the death of a partner, of the deceased partner’s interest 
as well as a continuance of the firm itself, as distinguished from the firm busi- 
ness,® is impelled to the conclusion that the income in controversy is not 
properly includible in the decedent’s final return. The Court, having pre- 
viously held that the partnership year does not end for the surviving partners 
upon the death of a partner where the partnership is continued for the pur- 
pose of winding up its affairs,’° feels that consistency requires this conclu- 
sion for the deceased partner also. But since the Court is unwilling to exempt 
any income from tax, it is forced by its conclusion into the almost indefensible 
position, in the light of the authorities, that the income is taxable to the 
deceased partner’s estate under the provisions of section 182, even though 
the estate had no part in earning it. 

In the Girard case, the District Court, refusing to accept the entity con- 


tributive share of partnership income for any taxable year of the partnership ending with 
or within the partner’s taxable year. - 

If the taxable year of the partnership does not terminate as the result of a partner’s 
death where the partner and partnership operate on different taxable years, then 
similarly, it does not terminate where they operate on the same taxable year. But if 
not, how, in the latter case, in view of section 188, is the income of the partnership 
earned to the date of death includible in the deceased partner’s final return? The Board, 
in the Davison case, answered this question by saying that the taxable years of the 
partner and partnership were “identical.” To find identity between the short taxable year 
of the deceased partner and the full taxable year of the partnership seems to be stretch- 
ing a point. If the Board was aware of any inconsistency, it apparently found justification 
for its decision in the facts that the partner had earned the income, that to tax that in- 
come to him did not run counter to the so-called “basic tenet” of annual income taxa- 
tion, and that, if not taxed to him, the income would escape income tax altogether. 

®The Tax Court has held several times that where the partnership agreement pro- 
vides merely for a continuance of the firm business, the partnership is dissolved upon 
the death of a partner, and the interest of the deceased partner, calculated up to the time 
of his death, is includible in his final return. Clarence B. Davison, supra note 6; John L. 
Hall, et al., Executors, 25 B.T.A. 1 (1932); Beverly W. Smith, Administrator, 26 
B.T.A. 778 (1932); James S. Darcy, et al., Executors, 26 B.T.A. 841 (1932), aff'd, 
66 F.2d 581 (C.C.A.2d 1933). The Tax Court construed the agreement in the Hender- 
son case as providing merely for a continuance of the firm business, even though the 
partnership articles in that case specifically provided for a continuance of the firm. The 
Court found it “difficult to conceive how the original partnership [could] continue to exist 
as such after the death of one of the partners.” In view of the Tax Court's reversal by the 
Fifth Circuit in the Henderson case, the question is now open as to whether the Tax Court 
will continue to follow its decisions in the cases cited above. Its emphasis in the 
Mnookin case upon the fact that the partnership agreement in issue there provided for 
a continuance of the firm, indicates that it will. If so, the Tax Court would probably have 
reached the same result as the District Court in the Girard case since the agreement there 
provided that upon the death of any partner the “partnership business” was to be carried 
on by the surviving partners at their option. It is submitted that any difference in result 
based upon the suggested distinction is not justified, since the effect of an agreement 
to continue the firm and an agreement to continue the firm business is the same. 

10 Mary D. Walsh, 7 T.C. 205 (1946). 
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cept of the partnership, had little difficulty with the “taxable year” problem 
which so worried the Tax Court. The Court held in effect that when the 
issue is to whom shall the income of a partnership be taxed, the separate 
taxable year of the partnership will not be recognized. The Court did not say 
that the decedent ceased to be a partner at the time of his death and the 
partnership taxable year ended on that date for the purpose of his own 
income tax return," although this proposition may be implicit in the Court’s 
opinion. The failure of the Court to reconcile its holding with the provisions 
of section 188 of the Code is an obstacle to complete acceptance of the opinion. 
Moreover, the authorities cited in the opinion in support of the Court’s posi- 
tion and the rationalization of an apparently contrary case are not as persua- 
sive as they may have seemed to the Court.'* It may well be asked whether, in 
view of the explicit language contained in section 188, the Court was justified 
in brushing off the accounting problem so lightly. 

There is language in the Supreme Court’s opinion in Guaranty Trust Com- 
pany of New York v. Commissioner ** which casts strong doubt on both the 
reasoning and the conclusion of the District Court in the Girard case. In the 
Guaranty Trust Company case the Supreme Court dealt with the question 
of whether or not a payment received by the estate of a deceased partner from 
the partnership of which he had been a member was taxable income to him. 
The partnership operated on a fiscal year ending July 31, and the decedent, 
who reported on a calendar year basis, died on December 16, 1933. After 
the death of the decedent the surviving partners continued the business of 
the partnership for the purpose of its liquidation. Shortly after December 16, 
1933, an account was taken covering the period from August 1, 1933 (the 
beginning of the partnership’s fiscal year) to December 16, 1933. Early in 
1934 the executors received payment of the decedent’s interest in the part- 
nership including his share of the partnership profits for the period covered 
by the account. The Court held that those profits were includible as income 
in the decedent’s final return under the provisions of sections 41 and 182(a) ™ 


11 For an exposition of this view, see Rabkin & Johnson, The Partnership Under the 
Federal Tax Laws, 55 Harv. L. Rev. 908, 935 (1942). 

12 For example, the Court’s explanation of United States v. Wood, 79 F.2d 286 (C.C.A. 
3d 1935) is at least questionable. If that decision rested solely on the Commissioner's 
inability to prove that any part of the partnership’s earnings was earned during the 
decedent’s lifetime, it would have been unnecessary for the Court, in distinguishing the 
Darcy case, to make the statement that the decedent in the Wood case had no right to 
demand any share of the partnership profits, for in the Darcy case, the Commissioner 
had in effect proved the amount of partnership earnings since the petitioner was unable 
to disprove the correctness of his determination. As a matter of fact, the Court in the 
Darcy case went to some trouble to say that, from the record, it appeared that the 
decedent could have had his share of the partnership income before he died—and this is 
the portion of the opinion quoted in the Wood case. 

13 303 U.S. 493 (1938). 

14 Revenue Act of 1932, Sec. 182(a). “There shall be included in computing the net 
income of each partner his distributive share, whether distributed or not, of the net 
income of the partnership for the taxable year. If the taxable year of a partner is differ- 
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of the Revenue Act of 1932. The opinion contains the following significant 
comments as to the circumstances under which a partner is taxable on his 
share of partnership income: 

. . . Since the partner is entitled to profits only upon a partnership account- 
ing at the end of an accounting period, his profits become subject to income 
tax when and as they are thus ascertained . . . the taxable income of a part- 
ner is limited to that share of the partnership earnings to which he becomes 
entitled during his taxable year. . . . 


The Supreme Court does not say, as the District Court does, that merely 
because a partnership has earnings at the date of a partner’s death, his distribu- 
tive share is ipso facto taxable to him. It becomes taxable to him only upon 
a partnership accounting at the end of an accounting period. If the date as of 
which the surviving partners are bound to account to him for his share of 
the profits falls outside his taxable year, he is not taxable on those profits for 
that year. The gist of the Court’s opinion is that the decedent’s share of the 
profits became taxable income to him upon his death because under the terms 
of the partnership agreement and “by the applicable provisions of the New 
York Partnership Act, decedent’s death dissolved the partnership, terminated 
his right to share in the profits, and fixed the date as of which the surviving 
partners were bound: to account for the profits.” Absent the termination of 
the decedent’s right to share in the profits and the necessity for an accounting 
as of the date of death, the implication is strong that the conclusion of the 
Court would have been otherwise.*® 

If both the Tax Court and the District Court are wrong, does it necessarily 
follow that the income in question escapes taxation? It is submitted that 
section 126 of the Code ** precludes such an anomalous result and enables the 
Government to collect its due on the basis of a theory which neither confounds 
the nature of a partnership with that of a corporation nor does violence to 
any Code provision. It is true that section 126 was enacted by Congress to 
slay the Frankenstein monster into which the “accrual at death” rule ** had 


ent from that of the partnership, the amount so included shall be based upon the income 
of the partnership for any taxable year of the partnership ending within his taxable 
year.” 

15 This opinion is not shared apparently by the American Bar Association’s Section 
of Taxation. At a recent symposium one of the panel members stated that, under the 
present law, even where the partnership and the deceased partner’s interest continue after 
death, “there is a cut-off of the tax accounting period so far as the decedent partner’s 
estate is concerned, the reason being that the decedent and the estate are two separate 
taxpayers and each of them must account for the income for the period before and after 
death.” American Bar Association, Section of Taxation, Symposium on Taxation of 
Partnerships, 26-27 (St. Louis, Mo. Sept. 6, 1949). 

167. R.C. §126(a) (1). “... The amount of all items of gross income in respect of a 
decedent which are not properly includible in respect of the taxable period in which falls 
the date of his death or a prior period shall be included in the gross income, for the 
taxable year when received of: 

(A) the estate of the decedent... .” 

17 Revenue Act of 1934, Sec. 42. 
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developed as a result of the Supreme Court’s decision in Helvering-v. Enright," 
and no doubt it was considered in 1942 that the taxation of partnership income 
following the death of a partner was a fairly well-settled matter. Nevertheless, 
since 1942, the question whether the disputed income “is properly includible 
in respect of the taxable period in which falls the date” of the partner’s death, 
as the Tax Court said in the Henderson case, must be determined by reference 
to the law as it existed before 1934. Both the Tax Court in the Henderson 
case and the District Court in the Girard case held that, under the pre-1934 
law, on the facts presented, the income was taxable to the deceased partner. 
Necessarily, therefore, section 126, which applies only to income “not properly 
includible” in a decedent’s final return, was held to be inapplicable.’® However, 
the reversal by the Fifth Circuit Court of the Tax Court’s Henderson deci- 
sion itself shows that the pre-1934 law was by no means settled.*° If, as the 
Tax Court now seems to think, section 188 precludes the taxation of the dis- 
puted income to the deceased partner, there seems to be no good reason why 
that income cannot be taxed to the estate under section 126.** The income, 
having been earned by the deceased partner, is “income in respect of a dece- 
dent” and, not being properly includible in his final return, falls within the 
explicit language of the statute. 
—Joun H. DuNKLE * 


The Wanamaker Case—Loophole or Noose? Since Gregory’ and its 
numerous progeny, the sophisticated tax practitioner has become justifiably 
suspicious of apparent loopholes in our tax law. He knows that there is more 


18 Supra note 5. 

19 The Section of Taxation of the American Bar Association takes a similar view. 
See note 15 supra. Therefore, since the Section prefers to tax the disputed income 
to the estate of the deceased partner, it has recommended to the Treasury that section 188 
be amended by the addition of the following: 


“If the partnership business is continued after the death or retirement of a partner or 
the admission of a new partner (whether such continuance is for the purpose of winding 
up the partnership affairs), a dissolution of the partnership by reason of such death, 
retirement, or admission shall not close its taxable year prior to the close of its annual 
accounting period, except with respect to a partner who retains no interest in the profits 
or losses of the partnership after the dissolution. If the estate, heir or legatee of a 
deceased partner obtains by reason of the decedent’s death an interest in the profits or 
losses of the partnership after such death, the decedent’s distributive share of the part- 
nership income for the taxable year of the partnership during which his death occurred 
shall be treated as income of the estate, heir, or legatee.” American Bar Association, 
Section of Taxation, Symposium on Taxation of Partnerships, Exhibit A, 1 (St. Louis, 
Mo. Sept. 6, 1949). 

20 See also United States v. Wood, supra note 12. 

21In the Mnookin case the Tax Court was prevented from reaching this conclusion by 
reason of the fact that the estate did not receive the profits, the deceased partner having 
withdrawn them during his lifetime. Where the partner makes withdrawals prior to his 
death, it would seem that such withdrawals are properly includible as income in the 
decedent’s final return to the extent that they are made out of partnership profits earned at 
the date of the partner’s death. 

* Member of the New York Bar. 

1 Gregory v. Helvering, 293 U.S. 465 (1935). 
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to a statute than its words, and that the United States Supreme Court has 
been known to change its mind. But when the Tax Court and the Court of 
Appeals for the Third Circuit unanimously recognize a gaping loophole in 
the wording of section 115(g) of the Internal Revenue Code,® how skeptical 
has the tax expert a right to be? This problem—the evaluation of the recent 
Wanamaker * case—is the gist of this note. 

Rodman Wanamaker died in 1928 owning all the common stock (75,000 
shares) of John Wanamaker Philadelphia, which in turn owned all the 
stock of John Wanamaker New York. The will established a testamentary 
trust for these 75,000 shares. In addition to payments to designated income 
beneficiaries, annual payments were to be made to the decedent’s divorced 
wife. The Orphans’ Court held that these latter payments should constitute 
charges against the trust principal. The trustees regularly received substantial 
dividends, but were without funds to pay the principal beneficiary, presumably 
because of an unwillingness or inability to convert part of the trust corpus to 
cash by sales to outsiders. At the end of each year, from 1941 through 1945, 
the trustees “sold” 100 shares of the parent’s stock to the New York sub- 
sidiary, for a price approximating book value.’ The trustees treated these 
transactions as ordinary sales of securities. The proceeds of these sales were 
apparently used to make payments to the principal beneficiary. The Commis- 
sioner claimed that these “sales” of parent company stock to the wholly-owned 
subsidiary were distributions taxable as dividends under section I15(g). The 
Tax Court unanimously held for the taxpayer, and the Court of Appeals for 
the Third Circuit unanimously affirmed. 

The Tax Court opinion relied heavily on the Mead * case, in which the 1928 
forerunner of the present section 102 of the Internal Revenue Code was held 
inapplicable where a subsidiary accumulated earnings so that shareholders of 
its parent would avoid surtax. Applying similar literalism to the Wanamaker 
case, Judge Opper declared that section 115(g) could not be applicable because 
there was no corporation cancelling or redeeming its stock—but rather one 





2 The history of May v. Heiner, 281 U.S. 238 (1930) furnishes an outstanding example 
of this. 

31.R.C. §115(g) reads as follows: 

“Redemption of Stock.—If a corporation cancels or redeems its stock (whether or 
not such stock was issued as a stock dividend) at such time and in such manner as to 
make the distribution and cancellation or redemption in whole or in part essentially 
equivalent to the distribution of a taxable dividend, the amount so distributed in redemp- 
tion or cancellation of the stock, to the extent that it represents a distribution of earnings 
or profits accumulated after February 28, 1913, shall be treated as a taxable dividend.” 

# Rodman Wanamaker Trust, 11 T.C. 365 (1948), aff'd, 178 F.2d 10 (C.C.A.3d 1949). 

5 The trustees made previous transfers of parent company stock to another subsidiary. 
The taxability of these transfers was not in issue. They are relevant only in so far as 
the dividend ownership of the parent company stock meant that the alleged redemptions 
created slight variations in proportionate interests. Although these shifts were all 
within one economic family, they are not entirely without significance. See Snite v. 
Comm’r, 177 F.2d 819 (C.C.A.7th 1949), affirming 10 T.C. 523 (1948); Henry V. 
Foster Est., 3 TCM 249 (1944). 

6 Mead Corp. v. Comm’r, 116 F.2d 187 (C.C.A.3d 1940). 
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corporation purchasing the stock of another corporation."’ Arguing from the 
Mead case, the Court stated that the Wanamaker situation a fortiori called 
for literal interpretation, since there was no evidence of a broad Congressional 
intent, as was present in the Mead case. The Circuit Court affirmed in a brief 
per curiam opinion, endorsing the analysis in Judge Opper’s opinion. 

The language of the Court is reminiscent of tax decisions of a generation 
ago. It has generally been assumed that strict construction of tax statutes, 
for better or worse, is definitely a thing of the past. When it is relied upon as 
the sole justification for a Tax Court decision in 1949, it would be wise to 
consider the possibility that strict construction was merely used as a convenient 
way of arriving at a result which has an independent but more subtle 
justification. 

What other reasons can be advanced to support the decision? In the first 
place, the Snite * case provides a technical argument that there was no cancella- 
tion or redemption. In that case the Court said, “Redemption in this section 
[115(g)], we believe, connotes something other than repurchase ; it includes 
the idea of a surrender of shares by a stockholder and a retirement of that 
which he surrenders.” ° This reasoning finds further support in the Kirschen- 
baum *° case, where Judge Learned Hand suggested that treasury stock is 
neither cancelled nor redeemed. If such reasoning can be applied when a 
corporation purchases its own stock, it would seem that an even stronger case 
could be made out where a subsidiary purchases its parent’s stock, as in the 
Wanamaker case. Furthermore, the findings of fact in the Wanamaker case 
make it clear that the New York subsidiary included the dividends received 
from its parent as income for the years in question. The receipt and report- 
ing of these dividends as. income tend to negate any cancellation or 
redemption." 

Another line of argument might be invoked to justify the result in the 
Wanamaker case. It may be argued that the transactions were not essentially 
equivalent to distributions of taxable dividends. The primary purpose of a 
dividend is the distribution of accumulated profits. In the Wanamaker case 


7 Section 115(g) has been broadened several times to plug loopholes. After the Supreme 
Court raised constitutional objections to the taxation of stock dividends in Eisner v. 
Macomber, 252 U.S. 189 (1920), Congress enacted section 201(d) in the Revenue Act of 
1921 to impose a tax where a stock dividend was immediately followed by a redemption. 
The Revenue Acts of 1924 and 1932 further amended the section to limit tax avoidance 
devices. Since then, the present language of section 115(g) has been in effect. 

8 Snite v. Comm’r, 177 F.2d 819 (C.C.A.7th 1949), affirming 10 T.C. 523 (1948). 

9 Jd. at 823. 

10 Kirschenbaum v. Comm’r, 155 F.2d 23 (C.C.A.2d 1946). 

11 It would be inconsistent for the Treasury to treat the “sale” as a “redemption” and 
at the same time impose a tax upon the dividends paid to the subsidiary on the “re- 
deemed” stock. C. Walter Randall, Jr., attorney for the taxpayer in the Wanamaker 
case, has stated that the Government did not impose tax on the dividends received by the 
subsidiary from the parent, even though these amounts were reported as income. This con- 
sistency in the Treasury’s position was apparently not brought to the attention of the 
Tax Court. 
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the purpose of the “‘sales” was to convert trust corpus into cash, so as to make 
available to the trustee funds with which to make annual payments to the 
principal beneficiary. Moreover, these transactions were not used as substi- 
tutes for dividends. During the three years in question (1942-1944), the 
trust received dividends totalling $1,603,800, while receiving only $149,000 
from the sale of the parent company’s stock. It is, of course, true that the 
absence of a tax avoidance motive is not determinative. Many cases have 
placed stress upon the “net effect” of the transaction, rather than the “intent” 
of the taxpayer. Since the criteria are essentially factual, however, it is hard 
to generalize as to which factors weigh most heavily. It seems clear, however, 
that the “net effect” test, properly construed, should not eliminate the relevance 
of motive.’* 

The two reported cases with the greatest factual similarity to the Wana- 
maker case are the Flanagan** and Foster ™* cases. In the former the tax- 
payer’s motives were given no weight, and the Commissioner succeeded in 
applying section 115(g). In the Foster case, however, section 115(g) was 
held inapplicable. The opinion pointed out that dividends declared and paid 
were vastly greater than the alleged redemption, that the shares were kept 
alive, and that the alleged redemption was necessary for the payment of 
obligations. These and other factual similarities make it possible to apply 
almost the entire Foster opinion to the Wanamaker facts. Thus, the Foster 
case shows how the Wanamaker case could have been decided in favor of the 
taxpayer, without resort to the strict construction underlying Judge Opper’s 
opinion. 

Does the existence of these two alternative grounds for decision suggest 
that the Wanamaker case is even better law than it appears to be? Probably 
not. Although it is true that the treasury stock analogy finds support in 
recent dicta in the Kirschenbaum and Snite cases, these dicta are questionable 
at best, and will probably be devitalized in future decisions. 

The Foster analogy seems to be much stronger. Despite the fact that it is a 
memorandum decision, it is more recent than the contrary Flanagan case, and 
is sounder in principle. The very strength of the Foster analogy, however, 
weakens Judge Opper’s opinion in the Wanamaker case, in that it provides a 


12 The cases show no consistent pattern. At one time the Second Circuit held that 
“if redeemed shares have been issued bona fide, Section 115(g) ... never applies.” 
Patty v. Helvering, 98 F.2d 717, 719 (C.C.A.2d 1938). This rule was later abandoned, 
following the Supreme Court decision in Bedford v. Comm’r, 325 U.S. 283 (1945). 
In Kirschenbaum vy. Comm’r, 155 F.2d 23, 24 (C.C.A.2d 1946), Judge Learned Hand 
wrote: “What other test will satisfy the language of Section 115(g) we need not now 
attempt to say: perhaps the section covers all cancellations or redemptions which result 
in the distribution of accumulated earnings; perhaps there are some purposes for which 
a corporation may reduce its shares and distribute such earnings and yet the distribution 
will not be ‘essentially equivalent’ to the payment of a dividend. The answer to these 
questions must be left to future decision.” 

18 Flanagan v. Helvering, 116 F.2d 937 (App. D. C. 1940). 

14 Henry V. Foster Est., 3 TCM 249 (1944). 
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means of distinction. In a future case the Tax Court could say in effect: 
“In the Wanamaker case, it was not necessary to consider the Gregory line 
of reasoning, since there was obviously no tax avoidance motive. Section 
115(g) should be read literally only when the taxpayer is not trying to cir- 
cumvent its plain intention, namely, ‘to prevent the distribution of corporate 
earnings free from the tax upon ordinary dividends.’” ** Thus, the Wana- 
maker case could be distinguished by working in the Foster criteria in a 
roundabout way. 

Furthermore, the Mead analogy could be watered down by emphasizing 
that the Commissioner in that case was invoking a penal provision.’* Penal 
statutes traditionally call for strict construction, whereas section 115(g) is not 
penal in nature. 

Another possibility is that future decisions might overcome the corporate 
entity hurdle by considering the subsidiary the agent of the parent for the 
purpose of effecting a redemption.*? In the Wanamaker opinion, Judge Opper 
wrote, “. . . we conclude that the New York subsidiary did not cancel or 
redeem its stock when it bought the stock of its Philadelphia parent, and 
hence that section 115(g) is inapplicable to the present facts.” ** It appears 
that the Court misconstrued the Treasury’s position. The Government argued 
that the “sales” were redemptions by the Philadelphia parent, not the New 
York subsidiary. Since the Court apparently misunderstood the Government’s 
argument, the validity of the agency approach has yet to be considered by the 
Tax Court, and the Wanamaker case does not constitute a rejection of that 
approach. 

Where does this leave the tax practitioner, when he is called upon to evaluate 
the usefulness of Wanamaker as a precedent? If his facts are closely similar, 
he seems fairly safe in relying on the Wanamaker case, at least in the Tax 
Court and in the Third Circuit. But if the facts vary, so as to spell out a tax 
avoidance motive underlying the alleged redemption, it is risky to rely on the 
Wanamaker decision. Despite the breadth of Judge Opper’s opinion, the 
absence of a tax avoidance motive and the relative insignificance of the dis- 
puted transactions may eventually prove to be the decisive factors underlying 
the case. It would seem, therefore, that attempts to exploit the Wanamaker 
decision may make it more of a noose than a loophole. 

—THEoporE Propp * 


15 DeNobili Cigar Co., 1 T.C. 673, 678 (1943). 

16 The Mead opinion, note 6 supra, expressly deals with I.R.C. §104 (now I.R.C. §102) 
as a penal provision. Cf. Helvering v. National Grocery Co., 304 U.S. 282 (1938). 

17 But cf. National Carbide Corp. v. Comm’r, 336 U.S. 422 (1949). 

18 Rodman Wanamaker Trust, 11 T.C. 365, 373 (1948). 

* Member of the New York Bar. 
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